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INTRODUCTION 
There are two major policies which the govern-
ment can adopt to influence the level of economic 
activity : Fiscal Policy and Monetary Policy. Fiscal 
policy refers to changes in government spending and 
taxation including debt management. It's main concern 
is to influence income, production and employment 
through government's receipts and disbursements. 
The most important instrument of government 
intervention in the economy today is that of fiscal 
policy. In democratic countries fiscal policy is a 
powerful and least undesirable weapon on which the 
states can rely for promoting economic development. 
The role of fiscal policy in advanced 
economies is to maintain the condition of full 
employment/ economic stability and to stabilise the 
rate of growth, while in a underdeveloped economy role 
of fiscal policy is to accelerate the rate of capital 
formation and investment, so that the productive 
capacity of the economy is developed and economic 
growth becomes possible. Moreover, fiscal policy, in 
the ultimate sense, tries to achieve its objectives by 
regulating the working of the market mechanism while 
retaining the mechanism itself. The extent of success 
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of the policy, therefore, depends upon numerous 
factors like the working of market forces, the state 
of economic growth of the economy, tools of fiscal 
policy and the extent of their use and the flows of 
foreign trade and capital etc. fiscal policy operates 
through both taxation and expenditure programmes of 
government. It is quite often maintained that fiscal 
policy should mean that policy which concerns itself 
with aggregate effects of government expenditure and 
taxation on income production and employment. 
Thus, the fiscal operations of the government 
for promoting the economic development of the under-
developed countries are as an investor, as a 
stabiliser, as a saver and as a income 
redistributor. 
Fiscal scenario in India has remained a 
continuous cause of concern during the past several 
years. Notwithstanding the Long Term Fiscal Policy and 
then the structural Reforms pursued by the government 
during the past several years, fiscal management of 
the country has remained a hot spot for the policy 
makers. India's growing internal debt and its 
servicing, growing administrative expenditure and high 
level of non-developmental expenditure have been some 
of the factors which are causing anxiety. 
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However, over the years increasing attention 
and interest is being paid to the fiscal changes in 
Indian economy in the provision of fiscal stabilisa-
tion. 
Objectives of the study : 
In the present study an attempt has been made 
to focus our attention to the major changes in the 
Indian fiscal system as this field of study contains 
so many component, the problem of fiscal stabilisation 
revenue receipts, expenditure and debt management will 
receive a primary focus in this discussion. 
Since, major fiscal changes in Indian economy 
have occurred from 1985 with the introduction of Long 
Term Fsical Policy followed by Fiscal Adjustment 
Programme in 1991. In the present study also we have 
considered the fiscal changes in Indian economy since 
1985. 
The main objectives of the study are as 
follows : 
(1) To examine the fiscal trends in the post 
independence India. 
(2) To assess the structure, base and performance 
of taxation and their effectiveness in bringing 
fiscal stabilisation. 
-X-
(3) To analyse the trends in the growth of public 
expenditure and borrowings and their contribu-
tion to the fiscal crisis. 
(4) To highlight the underlying economic and other 
factors, that could be said to account for 
major fiscal changes in India. 
(5) To provide appraisal of trends on fiscal 
imbalance in India with suitable suggestions 
to the fiscal problems of India. 
Nature and source of Data : 
The basic data are taken from various issues 
of Government of India Publications like the Economic 
survey. Public Finance Statistics, and National 
Accounts statistics. Also from various issues of 
Reserve Bank of India publications such as; R.B.I. 
Bulletin, Annual Reports, and Reports on Currency & 
Finance. The data have also been obtained from World 
Bank Reports like the Country Economic Memorandum and 
World Development Reports. 
The data used here is completely of secondary 
nature. The methodology used is simple analytical and 
does not go beyond calculation of percentages and 
airthmatical averages. 
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Outline of the study : 
The present work is an attempt to bring about 
changes in Indian fiscal system. Our study begins with 
the importance and role of fiscal policy in under 
developed and developing economies. After that, 
survey of relevant literature has been taken and data 
have been analysed to show the fiscal trends in Indian 
economy. 
This study is divided in five chapters : In 
the first chapter the role of fiscal policy in 
economic development is taken into account, this 
chapter covers the development of fiscal policy, it's 
instruments and it's various roles in the economic 
development. Second chapter is devoted to the role of 
fiscal policy in a developing economy, role of fiscal 
policy in the mobilisation of resources, employment 
generation, price stability , steady growth and 
budgetary implications, all these issues have been 
discussed in this chapter. Third chapter deal mainly 
with the fiscal trends in Indian economy from 1951 to 
1985, in order to show the historical background. 
Chapter four attempts to highlight the fiscal trends 
from 1985 to 1990, introduction of LTFP, it's 
performance and trends in receipts, expenditure and 
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borrowing have been analysed in this chapter. In 
chapter five fiscal trends in India from 1990 to 1995 
is taken into account, this chapter aims to highlight 
th€5 causes of fiscal crisis in 1991 and measures of 
Government for fiscal adjustment, this chapter have 
also analysed the trends in various fiscal instruments 
and their role in the changing fiscal scenario. 
Finally, conclusions drawn from the study is made and 
suggestions in order to enhance the fiscal stabilisa-
tion in Indian economy is examined. 
1. Kurihara, K., The Keynesian Theory of Economic 
Development, George Allen and Unwin Limited, 
London, 1959, p. 154. 
CHAPTER - I 
ROLE OF FISCAL POLICY IN ECONOMIC DEVELOPMENT 
Introduction : 
Fiscal policy is one of the two major macro-
economic policies used by the Government to regulate 
the economy, the other major policy being the monetary 
policy. Fiscal policy emerged from the writings of 
J.M. Keynes in the 1930's. The failure of monitary 
policy in the late 20's to fight depression encouraged 
Keynes to discover the virtues of Fiscal Policy in 
stimulating aggregate demand in the economy through 
Government spending. 
Today Fiscal Policy is one of the key 
instruments used by the Government to achieve the 
objectives of full employment, price stability, 
economic growth and distributive justice. Often, these 
goals are not only mutually incompatible but likely to 
differ in different countries. For example, the 
objective of accelerated economic development may be 
in conflict with those of containing inflation and 
reducing economic inequalities, particularly in the 
initial stages of development, and this conflict among 
the objectives of Fiscal Policy, therefore, depends on 
the stage of development of the economy. 
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This chapter is divided into three parts. 
Part-I of this chapter discusses the development of 
fiscal policy. Part-II deals with the instrumentsd of 
fiscal policy. Part-Ill examines the problems of 
economic development and ingredients of economic 
development. 
Classical Concept of Fiscal Policy : 
Classical concept of fiscal policy believed in 
the policy of Laissez Faire. They believed that supply 
creates its own demand and, therefore, general over 
production or general unemployment is not possible. 
They believe that a free operation of market forces 
would achieve full employment ann ensure an optimum 
allocation of resources in an economy. Thus, according 
to classical economists, full employment is supposed 
to reach automatically and there is no necessity of 
any interference. 
In fact, they considered government 
expenditure as unproductive because any government 
spending casuses transfer of resources from private 
sector to public sector, thereby causing reduction in 
output of private enterprise, and hence the aggregate 
national product is reduced because of government 
expenditure. Therefore, they considered it desirable 
that the government should under— take minimum 
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essential function and should not interfere with the 
working of economic system. Hence/ it is said that the 
government is best which spends the least and imposes 
the lowest amount of taxes. The classical concept of a 
sound fiscal policy corresponds to the maxim of a 
neutral fiscal policy and it called for two things: 
(1) the reduction of public expenditure to the 
utmost possible limit, 
(2) a tax structure which disturbs the pricing 
system as little as possible, including the 
pricing factors of production, thereby leaving 
intact the relative distribution of income as 
it would be in a tax-free society. 
Further, classical economists advocated the 
principle of a balanced budget. They considered a 
surplus or a deficit budget undesirable. Because, a 
surplus budget, created by means of additional taxes 
or higher tax rates, while maintaining the expenditure 
constant, would reduce the amount of resources 
available for productive investment in private sector. 
Moreover, additional taxation transfer resources from 
private sector to public sector, which they considered 
as unproductive on the other hand, a deficit budget 
would need borrowing from the public would decrease 
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the private sector output and raise the general price 
level, since additional taxation would have adverse 
effects on economic incentives and national income, 
hence, according to classical economists, a balanced 
budget was a guide for the transfer of resources from 
the private to public sector. 
Thus, according to the classical economists : 
(a) A Government should tax the little and spend 
as little as possible; 
(b) Taxation should be minimum as it adversely 
affects production; 
(c) Government expenditure in economic field is 
not productive but uniproductive; 
(d) The Government should not resort to borrowing, 
as it may involve additional taxation for 
repayment of loans and interest on borrowed 
funds, and this additional taxation may 
adversely affect production, and 
(e) If the policy of balanced project is not 
followed, public expenditure may result into 
wastes and inflationary tendencies. 
Thus, the Principle of annually balanced 
b\idget, has been established by the classical 
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economists and they defended it with full force at 
their command till the great Depression of 1930s. 
Failure of Classical Fiscal Measures : 
The classical fiscal measures failed to 
provide a pragmatic solution to the great depression 
of 1930s. The great depression which damaged the world 
economies very severely, was characterised by wide 
spread unemployment, lack of effective demand and 
extensive idle, capacity in industries. The classical 
policy prescriptions in general and the reduction of 
money wage rate in particular failed miscerably to 
lift the economy from the depths of depression and 
revive economic activity. 
It was in this context that Keynes rejected to 
accept the classical theory and formulated and 
alternative theory of income and employment. Keynes 
rejects the classical assumption that the labour 
market is always seller's market in which labour can 
be sold if workers are just willing to accept wage 
^ 2 
cuts. 
The classical solution of lower wage rates and 
could only be realized in a freely competitive labour 
market or in a completely authoritarian economy. In 
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democratic societies trade unions are not likely to be 
eliminated, minimum wage rate are not likely to be 
withdrawn. 
According to Keynes, a general cut in wages 
will not bring about increase in employment because 
the reduction in wages will reduce the aggregate 
demand for goods. Wages are not only the costs of 
3 
production, they are also incomes of workers. As a 
result of a general cut in wages, the income of the 
workers will fall due to which aggregate demand will 
decline. As a result of decline in aggregate demand, 
level of production will have to be reduced and less 
labour will have to be employed than before. This will 
create more employment rather than reducing it. 
Keynes points out that whatever income is 
produced need not to be spent, i.e. there can be 
deficiency in aggregate demand. Keynes explains the 
deficiency as follows : 
The income which the factors of production 
receive may be partly saved. The classical theory 
assumes that whatever is saved is automatically 
invested. But Keynes points out that saving does not 
become investment automatically. Unless the investors 
decide to invest precisely the amount which saver are 
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saving, the total volume of expenditure will not be 
equal to the total amount of goods and services 
available for sale. In such a case, firms will reduce 
4 
their production which will lead to unemployment. 
Keynes proved that, a cut in wages will not 
cure depression and unemployment, but will worsen 
them. Following the recognition of the fact that 
economic fluctuations from full employment will not be 
automatically corrected, it is now universally 
believed that government should play an active and 
important role to promote economic stability at the 
level of full employment by taking appropriate fiscal 
5 
and monetary measures. 
Keynesian Remedies : 
Classical economists were of the view that 
there is always a tendency to full employment in the 
economy. This view of them was based upon their belief 
in Say's law of markets. They thought that when there 
is unemployment in the economy, certain economic 
forces automatically operate in such a way that the 
condition of full employment is restored during the 
peiriod 1929-33, there occurred great depression in the 
capitalist country which caused huge unemployment of 
labour and other resources in those countries and as a 
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result level of national income fell down. Classical 
economists failed to solve these difficulties. 
In this background J.M. Keynes wrote his book, 
"General Theory of Employment Interest and Money' in 
which he challenged the validity of the classical 
theory of employment. 
Keynes theory of employment is based on the 
principle of Effective Demand. Employment in the 
economy depends on aggregate demand and unemployment 
results from the deficiency of aggregate demand. As 
employment increases, the income of a community 
increases, its consumption will increase but less than 
its income. Therefore, in order to have sufficient 
demand to sustain an increase in employment there must 
be an increase in real investment equal to gap between 
income and consumption. The view of Keynes is that 
investment demand generally falls short of this gap 
between full employment income and consumption. Keynes 
maintains that investment demand may not be adequate 
to fill the gap between the full employment income and 
the consumption demand out of the income. 
The excess of income over consumption is 
savings. The saving(s) equals income (y) minus 
consumption (c), S = y-c. The classical theory assumes 
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that all savings are automatically invested, so that 
aggregate income is always equal to aggregate 
expenditure at full employment. If there is imbalance 
between saving and investment, the same is assumed to 
be corrected by appropriate changes in interest rate. 
Bvit Keynes maintains, that in a free market economy, 
saving and investment are made by two different sets 
of people and are determined by different factors. 
While saving is determined by the level of income, 
investment is determined by the rate of interest and 
7 
the marginal efficiency of capital (MEC). 
MEC refers to the expected rate of return 
which is uncertain. The rate of interest, the other 
determinant of investment factor depends on two 
factors. 
(a) The demand for money and 
(b) The supply of money. 
While the classists assume that money is 
demand for transaction purposes, and not for its own 
sake, Keynes maintains that people use money both for 
transaction purposes and as an asset by itself for 
speculation purposes. 
-10-
The key determinant of income and employment 
in Keynes' is effective demand. The notion of 
effective demand rejects Say's law of markets by 
showing that supply does not create its own demand and 
that equilibrium may be attained at a level far below 
the full employment level. The principle of effective 
demand also rejects the classical notion that full 
employment could be achieved by reduction in money 
wages. A cut in money wages results in reduction of 
expenditure on goods and services leading to a fall in 
effective demand and hence in the level of employment. 
One variant of Keynesian theory of fiscal 
policy is the theory of Functional Finance, elaborated 
by A.P. Lerner. On the basis of theoretical apparatus 
provided by Keynes' general theory, Lerner maintains 
that the volume of employment depends on the rate of 
spending. Prof. Lerner strongly recommended that the 
government budget should always be directed towards 
the achievement of full employment and price 
Q 
stability. Prof. Lerner made use of fiscal instrument 
such as taxation, borrowing, deficit financing and 
public expenditure to influence the effective demand 
so as to remove economic instability and to achieve 
condition of full employment. In depression, expansion 
of aggregate demand brought about by appropriate 
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fiscal measures may lead to a rise in output and 
employment with little pressures on prices. 
Where Monetary Policy Fails : 
The economic events during the depression of 
1930's clearly demonstrated that the expansionary 
monetary action alone is hopelessly inadequate to 
ensure economic recovery and progressively rising 
level of employment. A monetary policy believes that 
increased supply of money will bring down the rate of 
interest and which in turn will increase the monetary 
demand and thereby increase the level of investment. 
Hence, it will lead to higher employment level. Such a 
monetary policy becomes ineffective specially when the 
liquidity preference becomes so strong that every dose 
of additional money supply is absorbed by the 
9 
speculators. The virtual collapse of the monetary 
action in such critical times make it imperative to 
initiate a forceful expansionary fiscal action. 
Where Fiscal Policy Succeeds : 
The budget deficit created through a reduction 
in personal income taxes and direct business taxes and 
increased spending by government current purchases. 
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transfers and public works are likely to build by 
gradually the business confidence and an expansion of 
productive activity and employment. 
It must, however, be remembered that, fiscal 
policy is all powerfull in a state of liquidity trap 
and the monetary policy is absolutely ineffective. In 
the recovery phase, the fiscal policy may still be 
relatively more effective than the monetary 
policy. Therefore, the major reliance should still be 
upon the expansionary fiscal policy. 
However, at higher level of income and employ-
ment, the monetary policy becomes relatively more 
effective than the fiscal policy. Therefore, fiscal 
policy should be subordinated to the expansionary 
monetary policy. The Central Bank should, however, 
keep a strong vigil upon the credit operations of the 
lending institutions. 
Instruments of Fiscal Policy : 
Fiscal instruments such as : 
Taxation Policy 
Expenditure Policy, and 
Borrowing Policy 
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Deals quite directly with the matters which 
immediately influence the consumption and investment 
expenditures, and hence the income of the economy. It 
is in this context the role of fiscal instruments have 
been discussed as below. 
Taxation Policy : Taxation is a highly powerfull 
instruments of fiscal policy. Direct taxes - those 
levied on private individuals, corporations, and 
property contributes from 20 to 40% of total tax 
revenue in most LDCs and range from 2 to 5% of their 
G.N.P.s. But it is indirect taxes such as import and 
export duties, as well as excise taxes, comprise the 
major source of fiscal revenue. 
Taxation in developing countries has had two 
purposes. 
(i) Tax concessions and other similar other fiscal 
incentives have been considered as a means of stimula-
ting private investment. Such tax incentives may 
induce foreign private investors to invest in the 
LDCs. 
(ii) The second purpose of taxation is the mobiliza-
tion of resources to finance public expenditure. 
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Whatever the prevailing political or economic ideology 
of the less developed country, its economic and social 
progress largely depends on its government's ability 
to generate sufficient revenues to finance public 
services such as health, education, transport, commu-
nications, and other components of the economic and 
social infrastructure. 
Taxation will also aid the government to force 
savings and reduce disposable incomes and restrict 
consumption. Taxation thus permits a redirection of 
resources towards capital formation or productive 
investment. 
In this context Prof. R.N. Tripathi pointed 
out that, the developmental role of taxation consti-
tutes not only in maximising the volume of resources 
for public sector but also in maximising the growth of 
private investment and guiding into the most useful 
12 
and desirable channels. 
Therefore, tax policy in a developing country, 
has to be geared effectively to the taxation of non-
entrepreneurial incomes, providing at the same time 
adequate incentives to the private sector undertaking 
useful production and essential investment. 
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Expenditure Policy : Expenditure policy is one of the 
most important instruments of fiscal policy for 
attaining higher rate of economic growth. The 
importance of expenditure policy is due to its active 
and important role in promoting economic development, 
for various reasons, especially the low ratio of 
saving to national income. 
In view of long-run perspective it immediately 
follows that the rate of growth can be increased 
through rapid development of heavy and basic 
industries is important because their development may 
reduce the dependence of undeveloped countries in 
respect of capital equipments. 
Public expenditure is also considered 
necessary for creation of economic asocial overheads 
such as railways, roads, shipping, port-development, 
soil conservation, post and telegraph, banking 
institutions, educational institutions, medical and 
health facilities etc. since they promote economic 
development. 
The strategic role of public investment in 
economic development has already been noted. This role 
is based in part on the undeveloped state of private 
capital markets and in part on local scarcity 
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of entrepreneurial talent, it is also based on the 
fact that the type of investment needed at the 
earliest level of development frequently includes very 
large outlays, such as those involved in the 
development of transportation, systems or the opening 
13 
up of undeveloped parts of the country. 
Therefore, the development of public 
investment performs a major function in the design of 
development plans in less developed countries. 
Public expenditure on economic and social over 
heads increases the productivity of the various 
sectors of the economy by providing external benefits 
in the form of skilled and efficient labour force and 
efficient means of transport and communications. Since 
the private entrepreneur may not find it profitable to 
undertake such investment expenditures because the 
return of such investment may be comparatively low and 
the return on such investment may not be definite. 
Hence public expenditure is needed. 
Expenditure in human resource development is 
of importance. Educational programmes are important 
not only from the growth point of view but also with 
regard to the distributive gains obtained from growth 
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among income groups and among various sectors of the 
economy. 
As there is inequality of income and wealth 
between different persons in a country, there is also 
inequality in the rate of development between 
different regions. Public expenditure may assume this 
task. It may try to bring about regional balanced 
development which is considered as an integral part of 
the general policy of economic development. 
Borrowing Policy : Public Borrowing is one of the 
major tools of fiscal policy for financing economic 
development, unlike war borrowing which is unproduc-
tive, borrowing for investment in developmental 
projects leads to building up assets which yield 
returns to the economy. 
Generally public borrowing are consist of two 
types : 
(a) Internal Borrowing 
(b) External Borrowing 
(a) Internal Borrowing : 
Internal debt comprises borrowings raised in 
the open market. Internal debt refers to the public 
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loans floated within the country. 
It is considered appropriate to finance a part 
of the developmental expenditure through borrowing. 
Since, in underdeveloped countries money markets are 
not properly organised and therefore, small savings, 
do not find suitable channels. Besides, Public 
Borrowing not only supplies a considerable part of 
financial requirements of plans, but also contributes 
to the growth of money and capital markets and 
provides the necessary institutional frame work for 
the effective implementation of monetary policy. 
Small savings and investments in government 
bonds have distributional significance. If government 
obtains loans from low income groups, the inequality 
of incomes will reduce, since interest payment will be 
made to this group and thus their income will increase. 
Internal public borrowing contributes to 
develop not only by supplying funds but also in other 
respects. It promotes savings and investment since, 
investment in government scarcities have been 
recognised to be a very safe investment. 
In view of the significance of public 
borrowings as a tool for the mobilisation of resources 
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for the economic development of under-developed coun-
tries, it is argued that if sufficient funds are not 
available in the form of voluntary loans the govern-
ment may have resort to compulsory borrowing for the 
mobilisation of resources. 
Since individuals are interested not only in 
their consumption but also in the size of their assets 
holding, there is a case for forced loans as an 
14 
alternative to taxation. 
(b) External Borrowing : 
In underdeveloped countries, domestic resources 
by themselves are not adequate for rapid economic 
development. Without external resources economic plans 
can be pursued but the rate of the growth will be 
less than what it would be. In an underdeveloped 
economy which is under the grip of vicious circle of 
poverty, external debt can play a very important role 
in the break through of the vicious circle of poverty. 
In the early stages of economic development 
most of the nations obtained external debt to 
supplement their limited domestic savings. 
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The most important function of external 
borrowings is to bridge the gap between the capital 
requirements and domestic capacity for saving. 
Problems of Economic Development : In underdeveloped 
countries, the per capita real income is low because 
of insufficient productive resources both in quantity 
and quality - also due to insufficient use of such 
resources preventing the achievement of an optimum 
allocation of resources. Efficiency of production has 
remained low, resources have been underemployed and 
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employment has been misdxrected. 
One of the most severe difficulties in the 
process of economic development is the vicious circle 
of poverty and under development. It emphases that 
total output is low, and that after consumption 
requirements are satisfied, little remains as a 
surplus for capital formation. Because of the low 
level of income and high propensity to consume, the 
flow of saving is small. Investment in capital goods 
is low due to the low level of savings and due to low 
level of capital stock the level of real income is low 
again. Capital formation is the most important factor 
in the process of economic development. Thus, the most 
important fattor which will reduce these obstacles 
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in the process of Economic development are more 
savings and greater capital formation. 
Ingredients of Economic Development : 
The requirements for economic development in 
underdeveloped countries include those factors needed 
for continued economic growth in the comparatively 
high income countries, but in larger extent. To 
achieve this level of growth, not only capital 
formation and technological process needed, but also 
certain changes are required in the social and 
institutional settings which have been both cause and 
effect of a low level of economic development. 
One of the most important ingredients of 
economic development is the capital formation in 
accordance with population growth. In the early stages 
of economic development, the public investment is very 
much important in the form of infrastructural 
development. It sets the frame work for subsequent 
manufacturing investment whether public or private. 
Use of sophisticated technology is another 
important factor in the process of economic 
development. 
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Social and political factors also contributes 
in the process of economic development. It is 
necessary for development process to reform social 
customs and attitudes prevailing in the society. And, 
on the other hand, a substantial degree of political 
stability is also needed to allow private investors to 
flourish, and the necessary transformation to take 
place. 
Foreign trade plays important role in the 
economic development of underdeveloped countries. 
Foreign trade will help in the achievement of 
specialization, economics of scale and competi-
17 tiveness. On the other hand; foreign exchange earnings 
will allow for the purchase of certain advanced 
equipments for the establishment of heavy industries, 
which are needed in the process of economic 
development. 
Taxation is also an important factor for the 
development process, because it affects the level of 
public savings and thus, the volume of investment. 
In the next step, we will discuss the role of 
fiscal policy in the various steps of economic 
development in underdeveloped countries. 
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1. Fiscal Policy & Mobilization of Resources : 
The most important process through which 
capital resources may be accumulated in saving, owing 
to the vol\ime of voluntary savings being disproportio-
nately low, the financing of its development plan 
possess a very difficult problem for the government of 
an underdeveloped country. It is very much important 
to increase the rate of investment and capital 
formation, so as to increase the rate of economic 
growth in underdeveloped countries. 
Ranger Nurkse Characterizes this role of 
public Finance in this regard as concerned with the 
maximization of the incremental saving ratio - the 
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marginal propensity to save, which is the crucial 
determinant of economic growth. 
In underdeveloped countries the saving ratio 
tends to be low. In the initial years of development, 
it may be around 5 to 1% in most such countries. The 
saving ratio has been between 15 to 20% in the 
advanced countries during periods of intensive 
development probably the most important task involved 
in economic development is to convert an economy from 
5% to 12% 
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19 Prof. R.N. Tripathi suggested the following methods 
to raise the incremental saving ratio so as to provide 
the required finances for development plans : 
(a) Direct Physical Control 
(b) Increase in the rate of existing taxis. 
(c) Imposition of new taxes. 
(d) Surpluses from public enterprises. 
(e) Public borrowing of a non-inflationary nature. 
(f) Defeat financing. 
Among the various fiscal techniques of 
resources mobilization, taxation and inflationary 
financing constitute the compulsory mechanism of 
forced savings, whereas public borrowing is a 
voluntary technique for the mobilization of resources. 
In the context of the disproportionately low saving 
ratio and a large proportion of the savings being 
directed into unproductive channels in the 
underdeveloped countries, taxation as a compulsory 
technique of resource mobilization tends to acquire a 
predominant importance. Taxation as an instrxoment of 
forced tends to distribute the burden involved in 
accordance with the taxable potential of the different 
sectors and the principles of social justice. The 
mobilization of an adequate volume of resources 
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through taxation involves efficient administrative 
machinary of collection and assessment. Taxation in 
underdeveloped countries is largely governed by the 
level of administration and the possibilities of 
efficient assessment and collection. Efficient fiscal 
organisation is, therefore, one of the pre-requisites 
for the successful use of fiscal methods for financing 
economic development. 
2. Fiscal Policy & Stabilization : 
The role of Fiscal Policy in securing 
stability in under developed countries is of 
fundamental importance. Fiscal policy is needed for 
stabilization, since full employment and price 
stability do not come automatically in a market 
economy but require a public policy guidence. Without 
it, the economy tends to be subject to substantial 
fluctuation and it may suffer from periods of 
unemployment and inflation. In an underdeveloped 
country, instability is mainly caused by importation 
of inflationary and deflationary pressures from abroad 
through foreign trade and changes in Balance of 
payments. Recognition of a close relationship between 
price changes and the level of output and employment 
particularly in developed economics, has led some 
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economists to claim that the economic stability should 
be interpreted to mean a steady non-inflationary 
economic expansion. 
The role of fiscal policy in promoting 
economic stability was recognized very slowly, till 
the great depression of 1930s. 
The development of the concepts of multiplier 
and accelerator and the relationship between the macro 
variables like investment, income, consumption and 
savings enabled economists to visualize more clearly 
the mechanics of trade cycles and the role which the 
fiscal policy could play in a developing economy. It 
was realized that through fiscal policy the govt, 
could to a great extent, neutralize the destabilizing 
movements in the economy. Then it was clear that a 
depression is caused by a difficiency of effective 
demand. Fiscal policy should solve it by increasing 
public expenditure and by encouraging private 
expenditure. 
The overall level of employment and prices in 
the economy depends upon the level of aggregate demand 
relative to potential output at prevailing prices. 
However, it is possible that in any one period 
the level of expenditure may be insufficient to secure 
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full employment. It means that expenditure is 
insufficient to absorb the output valued at prevailing 
prices and there is either unemployment or under 
employment. To solve it^expansionary measures to raise 
aggregate demand are needed. At other times, 
expenditures may exceed the available output under 
conditions of high employment and thus may cause 
inflation. In such situations^ restrictive conditions 
are needed to reduce demand. In the thirties and 
forties, the problem of stabilization was mainly seen 
as one of reaching full employment within a given 
level of potential output. But since fifties^ 
attention have shifted to the rate of growth of 
potential output and inflation. 
Taxation is used as an instrument of fiscal 
policy for dealing with inflationary or deflationary 
situations. One way to achieve this is to devise a tax 
structure which will automatically counteract economic 
disturbances as they arise. The second is to make 
changes in the tax system in order to deal with 
inflationary and deflationary situations. The 
automatic capacity of the tax system to cope with 
economic fluctuations can be increased by placing 
greater reliance on progressive direct taxes. 
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The more general way in which tax system can 
operate to mitigate the effect of an inflationary or 
deflationary spiral is to reduce or increase the 
quantum of national income available for private 
expenditure by a policy of surplus budgeting or 
deficit budgeting respectively. In developing 
countries like India, it is in the direction of public 
expenditure rather than of taxation that more 
effective action can be taken to mitigate the effects 
of a deflationary spiral. 
In short, when there is a pronounced 
inflationary trend, direct taxation can be screwed up, 
and increased use of commodity taxes, by a wider 
coverage and higher rates can also help to restrain 
consumption demand. When depression emerges, the 
fiscal remedy would be to increase public expenditure 
and finance it by the deficit budgeting till the 
economy recovers and prices and sales resume their pre 
depression trends. 
3. Fiscal Policy and Income Distribution : 
It is generally claimed that distributive 
justice comes into conflict with that of economic 
growth. It diverts purchasing power from richer to 
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poorer sections of the community/ encourages consump-
tion and diverts resources from investment and feeds 
inflation. It would follow that income inequality and 
an increase in the ratio of non-wage income would 
result in a greater rate of capital accumulation and 
economic development in these countries. 
But the perpetuation of the existing inequa-
lities in the distribution of national output and 
their emphasize would not result in a greater rate of 
capital accumulation and economic development in these 
countries. An increase in the inequality of income 
distribution in favour of the non-wage earners may not 
be possible in these countries which are guided by the 
equal right and net fare sentiment. 
The condition of extreme inequality in the 
distribution of income and wealth may produce adverse 
effects on the economic development of underdeveloped 
countries. Extreme inequalities in the distribution of 
income and wealth are detrimental to economic 
development in so far as they, reduce the nutritional 
wealth and living standards of the people, create an 
excessive demand for imported luxury consumption 
goods, further an excessive transfer of funds abroad 
and prevent the growth of internal markets, where such 
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condition exist, fiscal methods are appropriate to 
bring about more equitable distribution of incomes and 
channel additional resources into economic 
development. 
The problem of reducing inequalities of income 
and wealt'i may be solved through redistributive public 
expenditure and redistributive tax policy. 
The fiscal policy as a redistributive 
instrument must be highly progressive. To the 
extent indirect taxes are needed for collecting 
revenue, they should avoid capital goods and 
intermediate goods and should concentrate on final 
consumption goods mainly consumed by richer sections. 
On the expenditure side the authorities should 
pursue a policy of subsidising essential goods and 
services and encouraging employment oriented labour 
intensive industries which would serve the cause of 
distributive justice. Expenditure on agriculture, 
irrigation, education and medical and public health 
will improve the economic conditions of the weaker 
sections of society. The programme of planned 
development which removes regional imbalances, also 
help in equitable distribution of income and wealth. 
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Thus, redistributive expenditure helps economic 
development and economic development helps redistribu-
tion. 
4. Fiscal Policy and Economic Gro\>th : 
Fiscal policy can play an important role in 
the economic growth of underdeveloped countries. The 
major objective of the fiscal policy in these 
countries is the attainment of economic growth. 
To attain rapid growth the strategy adopted by 
India and many other developing countries, has been to 
go in for large scale investment in the creation of 
the infrastructure (e.g. railways, power, irrigation, 
etc.) and basic industries (e.g. steel,machines, 
chemicals, oil, etc.), so that the foundation for 
further development may be laid. Such a strategy 
involves two dangers. The first of then is that the 
kinds of investment mentioned above have long gestation 
periods - so that there is no increase in consumer 
goods. The second danger is that while one hand these 
investments will yield results^ only over a long 
period, the expenditure on them will increase money 
income among the people at the time that the investnent 
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takes place, leading to a price rise and inflationary 
. . 22 
conditions. 
The fiscal measures such as taxation, public 
borrowing, and deficit financing etc., should be used 
in such a combination so that the production, consump-
tion and distribution are not adversely affected but 
the economy as a whole should develop so as to 
increase the national income and per capita income 
rapidly. 
It is now considered very important that 
interdependent sectors, such as agriculture and 
industry, should grow simultaneously. The development 
of agriculture depends on industrial development as 
the demand for agriculture products comes from 
industrial sector. Similarly, the development of 
industrial sector depends upon the development of 
agricultural sector as the raw material is supplied by 
the agriculture, and the demand for industries comes 
from agricultural sector, the most fruitful line of 
advance lies along the path of a balanced development 
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of agriculture and industry. 
5. Fiscal Policy and External Sector : 
To some extent that resources are raised 
through taxation and borrowing fall short of the 
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aitiount of investment required for its desired rate of 
development, an under-developed country must raise its 
fund externally. The inflow of foreign capital is 
advantageous from various reasons. It supplies foreign 
exchange for importing necessary materials and 
equipment directly required for development projects, 
and also makes it possible to import other 
commodities which will be demanded indirectly as 
24 development proceed and national income increases. 
It is obvious that a major improvement in the 
condition of world's poverty population can be 
achieved only by raising productivity of workers in 
low income countries. An important contribution to 
this can be made by redirecting capital flows from 
high-income to low-income countries. 
A second important contribution to economic develop-
ment can be rendered by opening the markets of 
developed countries more widely to the exports of the 
less developed countries. This may involve extension 
of preferential treatment as well as a trend away from 
trade restrictions. 
Since domestic resources by themselves are not 
adequate to promote rapid development of an under 
developed economy, hence, it is necessary that 
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domestic resources are to be supplemented by external 
resources. External resources, thus, facilitate a 
rapid pace of development, as otherwise domestic 
resources can be raised only at the expense of a 
raising standard of living or inflation will have to 
be reduced. 
Thus, if fiscal policy has to play the role of 
an effective instrument for promoting economic 
development in underdeveloped countries, it is 
necessary for these countries to introduce a number of 
technical improvements such as the system of economic 
and functional classification of their budgetary 
transactions programme and performance budgeting, the 
technique of social accounting and the building of 
complete input-output models. 
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CHAPTER - II 
ROLE OF FISCAL POLICY IN A DEVELOPING ECONOMY 
Introduction : 
The most important instrument of government 
intervention in the economy today is that of fiscal 
policy. Fiscal policy refers to the taxation, 
expenditure and borrowing by the government. In 
developing countries, taxation, the government 
expenditure and borrowing have to play a very 
important role in accelerating economic development. 
In fact, fiscal policy is a powerful instrument in the 
hands of government by means of which it can achieve 
the objectives of development. 
The importance of fiscal policy in many 
developing countries arises from the fact that there 
the state, under the democratic system, is called upon 
to play an active and important role in the promotion 
of economic development. For various reasons 
especially the low ratio of savings to national income 
the government of all developing countries have been 
forced to play this role. 
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Thus the fiscal operations of the government 
for promoting the economic development of the under-
developed countries are as an investor, as a saver, as 
a stabilizer and as an economic redistributor. 
The report of the sub-commission appointed by 
the united nations also supports these objectives of 
fiscal policy in under-developed countries. According 
to this the purpose of fiscal policy in this respect 
are ; 
To correct excessive or harmful inequalities 
in the distribution of income and wealth to counteract 
the inflation which might result from development. To 
provide incentives for desirable types of development 
project and thus help to steer development project 
into desirable directions, to increase the total 
volume of savings available for economic 
2 development. 
In democratic countries, fiscal policy is a 
powerful and least undesirable weapon on which the 
states can rely for promoting economic development. 
Capital formation is of strategic importance 
in the matter of rapid economic development and the 
developing economics suffer from capital deficiency. 
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It is therefore, necessary to achieve a higher ratio 
of savings to national income. Taxation can be used to 
raise collective savings for public investment and 
also at the same time to promote private investment. A 
well conceived scheme of taxation is an important way 
of raising ratio of savings to national income which 
is one of the crucial determinants of the rate of 
economic growth. 
On the expenditure side, there is positive 
need for public investment especially in those 
branches of economic activity, where the private 
investment are not easily tempted, for example, the 
development of power resources, means of transport and 
communications, basic heavy industries, education and 
research. These investments are the foundations of 
rapid economic development. These fiscal policy is of 
crucial importance in accelerating the pace of 
development in the developing countries. Consequently, 
after considering the role of fiscal policy in the 
mobilization of resources (Section I), we examine the 
role of fiscal policy in employment generation 
(Section II). Role of fiscal policy in price stability 
in section (III & IV) respectively. Finally, the role 
of fiscal policy and budgetary implications is 
discussed in section (V). 
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1. Fiscal Policy and Mobilization of Resources : 
For accelerating the rate of capital 
formation, savings and investment rate in the economy 
has to be stepped up for this purpose savings have to 
be mobilized. The alternative means other than fiscal 
policy available to promote savings and investment in 
the developing countries are not very effective in 
mobilizing enough resources for investment and capital 
formation. 
The most important process through which 
capital resources may be accumulated in saving owing 
to the volxime of voluntary savings being disproportion-
ately low, the financing of its development plan 
poses a very difficult problem for the government of 
an underdeveloped country. This is for two reasons. 
Firstly, per capita income in a developing country is 
very low and a very large part of their population 
live below minimum subsistence level. Secondly, the 
propensity to consume is high in these countries. 
To some extent, the pressure on available 
resources may be relieved by withdrawing those used 
for the purpose of conspicuous consumption and 
unproductive investment. Another is to obtain forced 
savings through creation of excessive credit and 
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resultant price inflation. But this is not the ideal 
way of mobilizing funds because : 
(i) The inflation tends to direct private 
investment into unproductive investment such as 
inventory holdings, purchase of real estate, gold and 
jewellery etc. 
(ii) Inflation reduces the voluntary savings of the 
people because inflation reduces the real value of 
money which adversely affects the capacity to save. 
(iii) Inflation increases disparities of income in a 
society which runs counter to the objective of social 
justice. Therefore, most of the economists do not 
favour financing development through forced savings 
generated by deliberate price inflation. 
Among the various fiscal techniques of 
resources mobilization, taxation and inflationary 
financing constitute the compulsory mechanism of 
forced public savings, where as public borrowing is a 
voluntary technique for the mobilization of resources. 
In the context of the disproportionately low saving 
ratio and a large proportion of the savings being 
directed into unproductive channels, in the under-
developed countries taxation as a compulsory technique 
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of resource mobilization tends to acquire a 
predominant importance. Taxation as an instrument of 
forced savings is much superior to inflation in many 
respects. A judiously planned tax policy as an 
instrument of forced saving tends to distribute the 
burden involved in accordance with the taxable 
potential of the different sectors and the principles 
of social justice. The mobilization of an adequate 
volume of resources through taxation involves 
efficient administrative machinery of collection and 
assessment. 
Taxation in underdeveloped countries is 
largely governed by the level of administration and 
the possibilities of efficient assessment and 
collection. Efficient fiscal organisation is, 
therefore, one of the pre-requisites for the 
successful use of fiscal methods for financing 
economic development. 
Fiscal policy can be so devised that not only 
the objective of rapid capital accumulation or growth, 
but also other objectives of income and wealth, price 
stability and promotion of employment opportunities 
can be achieved. 
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Now, we will explain the various instrument of 
fiscal policy such as taxation and government 
borrowing and their role in mobilizing resources for 
economic development. 
(i) Role of Taxation and Resources Mobilization : 
Taxation is an important instrument for fiscal 
policy which can be used for mobilizing resources for 
capital formation in the public sector. To raise ratio 
of savings to national income and thereby raise 
resources for development, it is necessary that 
marginal saving rate be kept higher than the average 
saving rate. 
Objectives of Taxation : In general, the taxation 
policy has the following objectives in a developing 
economy. 
(a) transferring resources from the hands of the 
public to the hands of the state to make 
possible public investment, 
(b) restraining or curtailing consumption and thus 
transferring resources from consumption to 
investment, 
(c) increasing the incentives to save and invest. 
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(d) modifying the pattern of investment, 
. . 4 
(e) mitigating economic inequal i t ies . 
The first objective is the most important 
objective of the taxation in the context of the 
developing countries. As noted by many experts, there 
exists a vast taxation potential in developing 
countries awaiting exploitation. And this can be 
exploited without unduly disturbing the economy and 
perhaps even with positive gains in the face of 
inflationary pressures. 
In the context of second objective, taxation 
plays an important role in curbing consumption . 
Through direct taxes, the governments reduce the 
disposable income in the hands of the people thus 
restricting their capacity to buy the goods. Through 
indirect taxes, the governments raise the prices of 
the goods. This also serves to restrict the consump-
tion. If funds raised through taxation channelled into 
the financing of development programmes, then the 
process of capital formation and economic development 
get a boost. 
As far as third objective is concerned, the 
taxation policy adopt a number of measures for 
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examplC/ to encourage the habit of saving, income tax 
concessions are generally granted on the money saved. 
Similar concessions are also granted on the saving of 
firms and other institutions. To encourage investment, 
tax rebates, tax holiday to business enterprises in 
initial years of their operations, depreciation 
allowances etc. are announced. 
Fourth objective can be accomplished by 
encouraging investment in desirable lines of 
production through tax incentives and by restricting 
investment in unproductive channels by penalizing such 
investment through a high level of taxation. The last 
objective leads us to the question of redistributive 
aspects of fiscal policy. According to Heller, in 
advanced economics, the function of fiscal policy as 
it affects income and wealth distribution is largely 
one of attempting to attain that degree of redistribu-
tion through taxation and government spending which 
most neatly balances: 
(i) the humanitarian interest in sharing economic 
well-being more equally, against 
(ii) the efficiency interest in maintaining 
sufficient inequalities of reward to serve as 
an incentive to the exercise of special 
5 
economxc effort and ingenuity. 
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Redistributive government finance can be 
utilised to increase the productivity and real income 
of the bulk of the population. 
Now the question arises what should be the 
taxation structure of a developing economy which will 
mobilize the potential economic surplus to the 
maximum, that is, what kinds of taxes be levied, how 
much progressive should be their rates and what should 
be the exemptions and concessions in various taxes. It 
has been suggested that an appropriate tax which would 
mobilize resources or mop up economic surplus is the 
progressive tax. In India and other developing 
countries income has been regarded as a good base for 
direct taxation. And the imposition of highly 
progressive income tax not only mops up relatively 
greater amount of resources but also tend to reduce 
inequalities of income. 
Apart from the income tax on individuals and 
companies, the imposition of other direct taxes such 
as wealth tax, gift tax, and estate duty are also 
needed to mobilize sufficient resources for capital 
formation. These taxes are important instr\iments of 
reducing inequalities of income and wealth. Because of 
these advantages. Prof. Kaldor in his report of tax 
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reforms in India recommended the imposition of these 
capital taxes and this recommendation was accepted and 
the annual wealth tax and gift tax were levied in 1957 
with estate duty having been already introduced in 
1954. 
(ii) Public Borrowing and Resource Mobilization : 
Public Borrowing is another fiscal method by 
which savings of the community may be mobilized for 
economic development. Public borrowing becomes 
necessary because taxation alone cannot provide 
sufficient for economic development. Besides, too 
heavy taxation has an adverse effect on saving and 
investment. 
Public borrowing takes two forms : 
(a) Market loans 
(b) Small savings 
In the case of market borrowing, the govern-
ment sells to the public, negotiable government 
securities of varying terms and duration and treasury 
bills. This form of public borrowing is more important 
for mobilising resources for development. The treasury 
bills which represent short term borrowing are 
intended to meet only the current government 
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expenditure. New bonds may be issued for meeting old 
maturing bonds. 
The small savings represent public borrowing 
which are not negotiable and are not bought and sold 
in the capital market. For mobilizing small savings 
various types of savings certificates are issued, e.g. 
National savings certificates. National Development 
Certificates, Rural Development Bonds, Postal 
Certificates and Postal accounts, compulsory deposits 
etc. 
Borrowing is the quickest mode of raising 
funds because the subscribers to government loans are 
able to find remunerative investment whereas the 
government can pay the principle and interest out of 
the income yielded by investment financed from loans. 
There is another advantage in public borrowing. Public 
borrowing is anti-inflationary. The developing 
countries are victims of inflation since they have to 
resort to deficit financing. Since deficit financing 
is inflationary, public borrowing is preferable to 
deficit financing. Public borrowing mops up the 
surplus purchasing power with the people. 
There is no doubt, therefore, that the public 
borrowing plays a very useful and important role in 
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accelerating economic development of developing 
countries. 
But there exists a number of obstacles which 
hinder the success of borrowing policy in a developing 
economy. In many such countries, there are no 
organized money and capital markets, and if such 
markets exist, they constitute a very small proportion 
of total money market of the country. And also, there 
is hardly any relationship between the organized and 
unorganized money market. 
For the success of government's borrowing 
policy, it is necessary that financial institutions be 
developed and extended into the rural sector of the 
economy in order to learn repeatedly the habit of 
thrift in the population and to mobilize for 
productive purchases the amount of savings it will be 
necessary to check and regulate the diversion of 
savings into unproductive investment such as real 
estate, gold and jewellery and inventory 
accumulation. 
(iii) Role of Deficit Financing and Resource Mobiliza-
tion : 
Deficit financing has been defined as created 
money, i.e. creation of additional purchasing power in 
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the form of currency notes. Deficit Financing have 
been practised whenever government expenditure exceeds 
the. government receipts from taxes, fees surpluses. 
Such an excess of expenditure is financed either by 
drawing down the cash balances of the government or by 
borrowing from the Central Bank. In both cases, the 
money supply with the public increases. 
In the developing countries the resources 
required for development far exceeds the amount which 
can be raised by normal means of resource mobiliza-
tion. This excess expenditure is financed by deficit 
financing. 
In the developing countries where a majority 
of the people are living on the subsistence level, the 
margin between income and consumption is very low so 
that voluntary savings, cannot by themselves provide 
sufficient resources for development. The government 
may also attempt to increase the volume of resources 
by additional taxes. But additional taxation beyond a 
point raises difficult problems because of extreme 
poverty prevailing in these countries. Therefore, to 
implement development scheme, the governments are 
compelled to resort to deficit financing. 
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Deficit Financing and Inflation : 
Since deficit financing involves the creation 
of new money/ it invariably results in inflation. But 
if the supply of output, specially that of consumer 
goods is increasing when deficit financing is being 
done, there is no danger of inflation. Deficit 
financing generates inflationary pressures only when 
the supply of output can not be increased so as to 
match the new money which becomes available through 
deficit financing. 
In the developing countries the condition is 
entirely different from that of developed countries in 
the depression phase. In the developed countries, the 
capital equipment and the other necessary resources 
for production are already present. Only the aggregate 
demand is insufficient. Therefore, when additional 
purchasing power pumped into the economy through 
deficit financing, the level of aggregate demand 
increases. On the other hand, in the developing 
countries, the capital equipment does not exist but 
has to be built up. Therefore, there is considerable 
time-lag in the generation of extra purchasing power 
and the availability of additional consumer goods. In 
the mean time, the level of price increases. Capital 
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accumulation through deficit financing is likely to 
generate inflation also because in developing 
countries, the propensity to consume is high, there 
are many market imperfections, there is little excess 
capacity in plant and equipment and the elasticities 
7 
of food supplies are low. 
In the developing countries, prices of food 
items work as a signal for the prices of other goods. 
If additional resources generated through deficit 
financing are utilized for the production of 
consumption goods, the inflationary impact is likely 
to be restricted as the additional created money 
supply will be matched by an increased amount of 
consumption goods. Expenditure on small scale 
enterprises, distribution of high yielding varieties 
of seeds, fertilizers, etc. to farmers, minor 
irrigation schemes, etc. is not likely to result in 
inflation. However, the important task before 
developing countries is not to increase the output of 
consumption goods but to build up infrastructure of 
the economy. Therefore, the additional money, 
generated throuqh deficit financing is likely to be 
spent on financing the development of infrastructure 
of the economy. As a result, there will be inflation 
in the economy. It is on account of this potential 
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inflationary effect of deficit financing that it is 
termed an inflationary method of financing growth. 
Most of the economists who support inflation 
as a method of financing growth emphasize the positive 
relation between inflation and growth and argue that 
inflation is unavoidable if economic growth is to 
occur. 
The bottlenecks in the way of economic 
development lead to inflationary pressures which have 
to be accompanied by monetary expansion if potential 
economic growth is to be realized / Inflation is 
therefore an inevitable and unavoidable feature of 
rapid growth. 
To avoid short-run danger of inflationary 
pressures, deficit financing can serve as a useful 
instrument of economic development if a right dose of 
it is taken, considering the growth of output, 
especially that of food grains and if it is used for 
financing those schemes or projects which yield quick 
results. 
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III. Role of Fiscal Policy in Employment Generation : 
An important role of the fiscal policy is 
concerned with the expansion of employment opportuni-
ties. The creation of adequate employment 
opportunities in the agricultural sector (which is 
predominant sector in most of the developing 
countries), requires expansion in investment for 
irrigation facilities/ water management, soil 
conservation, flood control, improved varieties of 
seeds, fertilizers, insecticides and pesticides etc. 
Fiscal Policy, therefore, can play a significant role 
in this regard by making and promoting such 
investments. Such investments will promote employment 
opportunities in agricultural sector. 
It has been found that in many of developing 
countries in which land reform programmes have been 
effectively implemented and there has been a wide 
spread use of the new technology in the agricultural 
sector, use of labour has been considerably expanded 
and additional employment opportunities opened up 
through the major portion of the benefits of the new 
agricultural technology has gone to the large farmers 
in many of those countries. It has also been found 
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that the use of mechanisation in agricultural 
operations accompanied by the application of the new 
farm technology has widened the opportunities of 
labour employment by promoting the intensity of 
9 
cropping. 
The failure of the process of industrializa-
tion to adsorb the surplus labour from agricultural 
sector in the developing countries has been explained 
in terms of -
(a) the structural approach, (b) the price distortion 
approach, and (c) the product mix approach. 
A number of factors have contributed to the 
adoption of capital intensive technology in these 
countries such as their dependence on highly capital 
intensive borrowed technology from the developed 
countries, fiscal, monetary and foreign exchange 
policies leading to the cheapening of capital and 
trade unionism fostered by state policy and labour 
legislations leading to high wages of labour in the 
industrial sector. According to price distortion 
approach, cheap capital has been substituted for 
expensive labour in these countries. The product mix 
approach holds that these countries have fostered a 
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change in their product mix frcm labour-intensive output to 
capital intensive such as frcm textile industry v*iich are higtily 
labour intensive to metals and chemicals v*iich are coital 
intensive, and therefore, they have not been able to create 
adequate demand for labour. 
In an analysis of the employment implications 
of industrialization in developing countries, David 
Morawetz has made an extensive survey of various 
studies on the subject and he has drawn the conclusion 
that, the growth of manufacturing can not be expected 
to solve the employment problem in most of the 
developing countries if the population continues to 
double every 25 years. 
In a paper, A.T. Peacock and G.K. Shaw have 
argued for a fiscal policy to improve employment in 
developing countries. They have approached the 
question from the point of view of improving 
employment in such countries and the effect of the 
measure suggested by them on Government finances 
irrespective of its effect on the level of output. In 
this analysis they have considered the influence of 
two kinds of fiscal measures designed to alter factor 
price ratios in such a way as to increase the demand 
for labour in developing countries. The first 
condition is that a cheapening of the cost of labour 
-57-
in relation to capital will result in greater labour 
intensity and the second one indicate that the 
employment of any in factor depends only upon its 
price, its exponent and the total outlay of the firm. 
The entire operation of a tax on capital and subsidy 
on labour is self-financing and so assumes a budget 
balance. 
Fiscal policy will have to take into account 
of a number of other implications which may arise in 
this connection. In a situation typical of developing 
economy, there exists an excess supply of labour 
together with an insufficient supply of capital, and 
therefore, in a situation like this the choice facing 
a developing economy is not simply a question of 
employing additional man with existing stock of 
capital. However, they assume that it is capital 
shortage which prevents the employment of an excess 
labour force and so there is no reason why any capital 
saved would not be put to use immediately in order to 
increase both output and employment. Therefore, the 
additional employment arising from the reallocation of 
capital will be all the greater. 
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III. Role of Fiscal Policy and Price Stability : 
Apart from the above considerations, fiscal 
policy must also seek to attain price stability. At 
present there is a general agreement that economic 
growth and stability are joint objectives of 
developing countries to pursue. Stagnation is regarded 
as too heavy and unacceptable a price to pay for the 
achievement of stability. Attempt to force the pace of 
development tend to push up prices. This is so because 
the limited resources of a developing economy are 
deliberately diverted into large scale investments, so 
that the availability of consumer goods is reduced, 
specially if investment is in projects which have long 
gestation periods, and which do not generally produce 
consumer goods. 
Underdeveloped countries have unusual 
susceptibility to inflationary pressures. These 
pressures are complex phenomenon in these countries, 
and they are an index not only of the lack of balance 
between supply of and demand for real resources in a 
growing economy and the pressure of wages and prices, 
but also of bottlenecks in supply of essential 
commodities, structural rigidities of their economic 
system and of the difficulties of generating and 
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adequate rate of savings to finance the expanded 
investment needed for economic development. Thus a 
growing economy has a certain built"in-tendency for a 
rise in prices. This rise in prices and wages tends to 
become inflationary if it be allowed to persist. 
Inflationary pressures may accompany economic 
development in developing countries not only as a 
result of excess demand originating in budget deficits 
or aimless use of credit but also from rigidities 
inherent in their economic structure. It would be 
wirong to associate all conditions of rising prices 
with inflation. Stability should not be confused with 
a complete rigidity in this regard has the dangerous 
possibility of operating as a brake on economic 
expansion. A growing economy must have sufficient 
flexibility in its price structure to induce the 
movement of real resources into those sectors which 
experience the gratest dynamism. Thus, economic 
stability is consistent not only with a high degree of 
price flexibility, but even some movement in the 
general level of prices. The rise in prices in this 
context becomes a function of the rate of economic 
development. 
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Fiscal policy can play an important role in 
counteracting inflationary tendencies and in 
influencing the structure of relative prices in the 
interest of economic development. Tax and borrowing 
policies become signifiant fiscal stabilizers, because 
it is not possible to reduce the outlay on the 
development plan as it will adversely affect the rate 
of growth. But an anti-inflationary tax policy based 
on steeply progressive taxation of income has the 
danger of adversely affecting the growth of output, 
investments and savings. Therefore, tax policy must be 
judiciously planned and it should be discriminate in 
favour of essential production and consumption, 
against speculative investment and non-functional 
consumption. 
Thus, the operation of fiscal policy in a 
developing economy has to be guided in such a manner 
that consistent with the maintenance of a reasonable 
stability of the general price level, relative prices 
are manipulated consciously in order to promote a high 
rate of economic growth. 
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IV. Role of Fiscal Policy and Steady Growth of Develo-
ping Country : 
Economic fluctuations may affect developing 
countries as much as it affects to developed 
countries. But the major fluctuations do not originate 
in developing countries themselves, they originate in 
the developed countries and are then transmitted to 
the developing countries through foreign trade 
transactions. 
In those developing countries which depends, 
to a substantial extent, on export earnings, as a 
source of national income, the fluctuation in 
international demand for their products tend to 
exercise a predominant effect on their national income 
through the medium of the foreign trade multiplier. In 
this situation, the state of foreign demand for export 
determines to a large extent the state of the economy. 
The nature and origin of economic instability 
in underdeveloped countries dependent on the exports 
of primary products and agricultural raw materials are 
different from those in advanced countries specially 
of closed type. Economic fluctuations in developing 
countries are not generally due to an excess or 
-62-
deficiency of domestic demand, they are mostly due to 
the results of business cycles originating in advanced 
countries. 
As regards instability associated with the 
effects of international trade cycles, compensatory 
fiscal policy to counteract this type of instability 
originating abroad can only make less severe certain 
effects. The factors which influence cyclical 
movements are largely exogenous to them and the 
techniques of counter-cyclical fiscal policies 
fashioned in developed countries are not rapidly 
transferable to developing countries. But to the 
extent that fiscal policy is geared to the task of the 
acceleration of the rate of investment in the economy 
aimed at the diversification of the system, it serves 
a compensatory role. The scope for a compensatory 
policy of deficit financed public expenditure to 
counteract a depression is very limited and such a 
policy will even run into difficulties. 
Thus, it is clear, that an effective solution 
to the problem of instability which an underdeveloped 
economy is subjected owing to fluctuations in 
international market conditions, lies the 
diversification and modernization of the economy. 
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Meanwhile, if an economy which is underdeveloped 
wishes to follow a policy of compensatory deficit 
spending, it must take step to build-up sufficient 
12 foreign exchange reserved. It has been maintained 
that, as a general rule, the main responsibility for 
counter-cyclical finance in underdeveloped countries 
now rests with fiscal policy, supplemented to an 
increasing extent by monetary measures. When 
inflationary conditions are initiated specifically by 
a sudden spurt in exports. Increases in export taxes 
and manipulation of exchange rates were used by many 
primary producing countries during the Korean boom to 
siphon-off some of the wind fall gains of the export 
sector and to impound a large amount of foreign 
exchange. 
The use of export duties as a counter-cyclical 
or stabilizing measure, however, introduces a great 
element of instability in the finances of the 
government. The revenue from export duties itself 
fluctuates with the volume and price of exports 
instability in governmental revenues may become highly 
embarrassing in economics with an inflationary bias, 
such as many of the developing countries taking 
13 
ambitious scheme of economic development. 
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The short period counter-cyclical objective of 
fiscal policy will have to be integrated with its 
long-term objectives in under developed countries, 
such as the achievement of rapid economic development 
without inflation and equitable distribution of 
national income. 
Such an integrated fiscal programme will 
require that the government draw up budgets providing 
for surpluses in booms and deficits in recessions, by 
having its expenditure at a steady rate while revenue 
rises in booms and declines in recessions. An active 
public debt policy of issuing loans during booms and 
redeeming them during recessions, especially with the 
private non-bank sector, would also form an essential 
14 part of the programme. 
Therefore, it seems reasonable to say that, a 
fiscal policy that facilitates capital formation 
serves at the same time to reduce instability. The 
fiscal structure of a developing country,diear & 
foremost has to be geared to the requirements of 
economic growth. 
V. Fiscal Policy and Budgetary Implication : 
A fiscal policy aimed at accelerating the rate 
of economic development of a developing economy may be 
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suited with the various possible conditions of the 
government budget, i.e. balanced budget, surplus 
budget and a deficit budget. 
If the volume of taxation is assumed constant, 
a reduction in the government outlay on consumption 
will release resources which can be used for 
increasing the outlay on investment to a corresponding 
extent. This will raise the investment resulting in 
increasing the rate of growth of the economy. A 
condition of accelerated economic development requires 
that the resources raised through additional measures 
of taxation be used mainly for financing the outlay on 
productive and essential investment with in the frame-
work of a balanced budget and assuming that the tax 
rate remains constant, a change in the pattern of 
government investment may result in raising the rate 
of growth. 
If a developing country has a low volume of 
expenditure both in the revenue and capital budgets, 
it may be possible for it to finance its entire 
expenditure through taxation and non-inflationary 
borrowing within the frame work of a balanced budget. 
Thus a balanced revenue budget would not be 
enough for a developing country, because it has to 
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find resources not only for its own investment 
programme but also for the investment programmes of 
the private sector. 
In order to bring about a surplus in the 
revenue budget and to increase public savings a number 
of fiscal parameters have to be manipulated such as 
tax policy, government expenditure on transfer 
payments. If the tax rate remains constant, a raise in 
public savings can be brought about by reducing the 
government outlay either on consumption or on transfer 
payments or on both at the same time. 
A condition of deficit in the revenue budget 
is one which a developing country should not think 
with calmness. A condition- of deficit in revenue 
budget not only means negative savings but it may also 
lead to the consumption of capital, stagnation and 
even inflation. A deficit in the overall budgetary 
position maybe a normal phenomenon for a developing 
country specially in the initial stages of the process 
of planned economic development. 
Thus if fiscal policy is to play the role of 
an effective instrument for promoting economic growth 
in developing economics, it is necessary for these 
countries to introduce a number of technical 
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improvements such as the above techniques. 
In a system of indicative planning reliance on 
fiscal policy as an instrument of development is 
considerable. The planning commission of India has 
stated in its 7th five year plan, through fiscal 
policy the government create and sustains the public 
economy consisting of the provision of public services 
and public investments at the same time it is an 
instrument for reallocation of resources according to 
the national priorities, redistribution, promotion of 
private savings and investments, and the maintenance 
of stability. 
Thus fiscal policy has a multidimensional 
role. It particularly aims at improving the growth 
performance of the economy and ensuring social justice 
to the people. 
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CHAFTJiR - III 
FISCAL TRENDS IN INDIAN ECONOMY FROM 1951 TO 1985 
Introduction : 
This chapter analyses the fiscal trends in 
Indian economy from 1951 to 1985. This period is very 
important because during this period the face of 
Indian economy changed very much. Part I of this 
chapter discusses the Historical Background of Indian 
fiscal policy. Part II examines trends in Indian 
fiscal federation. Part III examines trends in Revenue 
Receipts of the Government of India. Part IV deals 
with the trends in India's Public Expenditure. Part V 
examines trends in Public Debt of the Government of 
India. 
I. Historical Background : 
The changes which have come over central 
finances from the Govt, of India Act, 1935 to the 
adoption of the Republican constitution in Jan. 
1950 form the main theme of the historical background 
of Govt, of India finances. The period has been 
eventful in many respects. The introduction of 
Provincial Autonomy on 1st April 1937 necessitated 
important adjustments in central finances. There has 
been the impact of Ilnd world war on the finances of 
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the Govt, of India Partition and the attainment of 
independence had momentous effects on the economy of 
the country. 
1. Pre-war Period : The separation of Burma and the 
inauguration of provincial autonomy, both dating from 
1st April, 1937, provide a landmark from which the 
subsequent developments in the finances of the Govt, 
of India can be traced. 
The separation of Burma meant in the first 
place that the receipts from customs and from taxes on 
income which had previously occurred to the Govt, of 
India became part of the revenues of the separate 
Government of Burma. 
The acceptance of the provincial autonomy 
meant additional demands on the central government. 
We will now examine the revenue and 
expenditure and the public debt position of the 
Government of India in the pre-war period 1937-38 and 
1938-39. 
(a) Revenue Position : Total Revenue receipts from 
tax and non-tax revenue sources were Rs. 86-61 crores 
in 1937-38 and Rs. 84.51 crores in 1938-39. There was 
a decline in revenue receipts. 
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(i) Tax Revenue : 
To secure a uniform gradation of the income 
tax, the basis of charge was changed from the step to 
the slab system in the Income Tax Act, 1939. The 
effect of this change was reflected in the higher 
yield of income tax in 1939-40. From Rs. 17.23 crores 
2 in 1938-39 it rose to Rs. 19.37 crores in 1939-40. The 
most important of the export duties was that on Jute 
in which India had a monopoly. The duty on this item 
yielded Rs. 3.99 crores 1938-39, while on the rice it 
yielded Rs. 0.11 crores in 1938-39. 
Customs were the main source of the tax 
revenue of the Govt, of India at that time. The 
contribution of this duty was Rs. 40.51 crores. On the 
other hand central excise duties yielded Rs. 8.66 
crores in 1938-39. The revenue from salt in the form 
of import and excise duties was Rs. 8.12 crores in 
1938.39. 
(ii) Non-Tax Revenue : 
The most important of non-tax revenue sources 
were Railways, Posts and Telegraphs, Currency and 
Mint, opium and receipts from Indian states. In 
1937-38 the revenue from railways were Rs. 2.76 
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crores. In 1938-39 this amount reduced to Rs. 1.37 
crores. The contribution from Posts & Telegraphs were 
Rs. 0.57 crores to general revenues in 1937-38. In 
1938-39/ the contribution fell to Rs. 0.19 crores. The 
receipts from Currency & Mint were derived from the 
surplus profits of the R.B.I, and from profits of the 
circulation of bronze and nickel coins. In 1937-38 
the surplus amounts were Rs. 0.75 crores, but in 
1938-39 the amount fell to Rs. 0.58 crores. In 1937-38 
and 1938-39 the gross revenue from opium was about Rs. 
0.51 crores. The receipts from Indian states were Rs. 
63 lakhs in 1937-38 and Rs. 61 lakhs in 1938-39. 
(b) Expenditure of the Govt, of India : Total 
expenditure in 1937-38 and 1938-39 was Rs. 86.61 
crores and Rs. 85.15 crores respectively. Of the total 
expenditure in 1937-38 Rs. 47.2 crores was accounted 
for by defence expenditure. In 1938-39, defence 
expenditure absorbed Rs. 46.2 crores. Thus more than 
50% of the revenue of the government of India was 
spent on defence in pre-war years. 
(c) Public Debt Position : There were three 
categories of public debt: Permanent, unfunded, and 
floating. 
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Permanent debt consists of rupee loans floated 
in India and sterling loans floated in England. The 
amount of rupee loans were Rs. 438.40 crores and 
437.87 crores respectively in 1937-38 and 1938-39, and 
the sterling loans were Rs. 467.89 crores and Rs. 
464.95 crores respectively during the same period. The 
total of unfunded debt held in India was Rs. 218.16 
crores in 1937-38 and Rs. 225.13 crores in 1938-39. 
The unfunded debt held in England in the form of 
service funds amounted to Rs. 11.92 crores in 1937-38 
and 4.18 crores in 1938-39. 
The floating debt of the govt, of India 
consists of ways and means advances and treasury 
bills. Both were restored to bridge the gap between 
expenditure and receipts of revenue. These items were 
accounted to Rs. 46.30 crores in 1938-39. 
2. Financial Position of India during Ilnd World War; 
The task of financial policy during war was 
two fold : 
(i) the diversion of resources from their peace 
time uses to war purposes the further the war 
effort, and 
(ii) the absorption of the idle resources into 
employment. 
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(a) Expenditure Trends : The combined expenditure of 
the Government of India on its own behalf and that on 
behalf of the British Government represents the 
aggregate outlay incurred during the war. The 
aggregate outlay was Rs. 85.15 crores in 1938-39 and 
it rose to Rs. 969.94 crores in 1944-45, with the 
outbreak of war, the defence expenditure rose rapidly 
and also the civil expenditure, because the activities 
of most of the departments of central government 
expanded and the govt, also had to undertake a number 
3 
of fresh activities. 
(b) Revenue Trends : Taxation has been universally 
recognised as the equitable method of war finance. The 
real objective of the taxation during war was the 
transfer of resources from their peace time employment 
4 
to the employment dictated by the war. Total gross 
tax revenue in 1944-45 (Rs. 253.59 crores) was about 
3^2 times as much as the revenue in 1938-39 (Rs. 73.90 
crores) . To meet the huge war expenditure of the 
government, the increase in rates of taxation was 
responsible for this phenomenal rise. 
On the other hand major sources of non-tax 
revenue contributed as follows : The contribution of 
commercial undertakings were Rs. 1.47 crores and 46.61 
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crores in 1938-39 and 1943-44 respectively. The 
contribution of railways rose from Rs. 1.37 crores in 
1938-39 to Rs. 32.0 crores in 1945-46. The 
contribution of Post & Telegraphs increased very 
rapidly, from a mere amount of Rs. 19 lakhs in 1938-39 
it rose to Rs. 11.31 crores in 1945-46. The receipts 
from currency and mint increased from Rs. 0.22 crores 
in 1938-39 to Rs. 16.75 crores in 1945-46. 
(c) Public Debt During War : The total interest 
bearing debt on 31st March 1939 amounted to Rs. 
1158.14 crores and with the end of March 1946 this 
amount rose to Rs. 2287.7 crores. Of the total debt, 
Rs. 972.55 crores was covered by interest yielding 
assets. Cash and securities held on treasury account 
came to Rs. 586.65 crores. The balance of interest 
bearing obligations not covered by assets was 
therefore Rs. 749.19 crores which amounted to 32.3% of 
the total debt. It is not surprising that about l/3rd 
of the total debt was not covered by equivalent assets 
considering the fact that it was increased in order to 
bridge the inflationary gap between agg. expenditure 
and agg. revenue of the govt. 
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3. Financial Position of Free Indian : 
(a) Expenditure Trends : The govt, of free India was 
handicapped from the outset by the developments 
following the partition of the country. Partition 
entailed additional expenditure in the shape of relief 
and rehabilitation of refugees and increased 
expenditure on defence and on food imports. The total 
expenditure on relief and rehabilitation provided in 
the revenue budget from 1947 works out to Rs. 44.19 
crores and that in the capital budget to Rs. 31.34 
crores. In 1947 expenditure on food imports was Rs. 
110 crores and Rs. 130 crores in 1948. The net 
expenditure on defence services during the period , 
1947 to 1950, rose from Rs. 92.74 crores to Rs. 157.37 
crores. 
(b) Revenue Trends : In budget of 1948-49 total 
revenue being estimated at Rs. 230.52 crores and Rs. 
307.74 crores in the budget of 1949-50. In the tax 
revenue increasing reliance was placed on excise 
duties for bringing additional revenue, the level of 
direct taxation had to be lowered in 1948 and in 1949 
to stimulate industrial production and the flow of 
savings to the investment market. The scale of 
commodity taxation, therefore, began to rise to offset 
the fall in the yield of direct taxes. 
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(c) Trends in Public Debt : The outstanding debt on 
the 14th of Aug. 1947 was roughly estimated at Rs. 
3300 crores and the assets at Rs. 2800 crores. The 
amount due from Pakistan on account of Pre-partition 
was estimated at Rs. 300 crores. For the first five 
years from the date of partition, Pakistan is relieved 
of the burden of making interest payments on the 
liabilities assumed by her. The Indian dominion mean 
while will have to pay interest to the holders of 
Govt, securities in Pakistan. On the basis of a rough 
estimate, it has been calculated that the Indian 
Government will have to pay about Rs. 7 crores a year 
to Pakistan national by way of interest 
II. Trends in Fiscal Federalism in India : 
When India became independent in 1947, it 
inherited a particular structure of government built 
up by the erstwhile British rulers. The main feature 
of the British system was a strongly unitary 
structure of the government, which was only to be 
expected in a colonial regime. However, the seeds of 
federation were also sown, by the same government 
which must have been influenced by the emergence of a 
strong local self-government system in England during 
the first half of the 20th century . 
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Constitutional Provision : Drawing the experience of 
clonial days, the constitution makers of free India 
made a clear demarcation of the powers and responsibi-
lities of the centre and states. The seventh schedule 
to the Indian constitution enumerates in three lists, 
the subjects on which the centre and the states have 
exclusive legislative jurisdiction as also those on 
which they have a concurrent jurisdiction. The tax 
powers are demarcated under two heads, those which 
come under the exclusive jurisdiction of the states 
and those belonging entirely to the centre. The 
residuary were assigned to the centre. 
Division of Resources : The constitution however 
recognised that even with all these powers, the state 
would not be able to raise resources required for 
discharging their responsibilities, while the centre 
would have more resources than would be required and 
so made specific provision to facilitate compulsory 
and smooth flow of funds from the centre to the state. 
(i) Some of the taxes though levied by the centre 
would be collected and appropriated by the 
states under Article 268. 
(ii) Proceeds of some taxes, collected by the 
centre (income tax other than corporation tax) 
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will be shared with states under Article 270. 
(iii) Some taxes, though levied and collected by the 
centre, would be assigned to the states under Article 
269. 
(iv) Subject to Parliament's approval, proceed of 
excise duties other than those on medicinal and 
toilet preparations may also be shared with the states 
under l^ticle 272. 
(v) Parliament can also authorise the payment of 
grants-in-aid to states which may be found to be in 
need of assistance and different sums may be fixed for 
different states under Article 275. 
(vi) The centre can also made grants to the states 
for any public purpose under Article 282. 
(vii) A Finance Commission will be appointed by the 
President at least once in every five years to make 
recommendations regarding under Article 280. 
(a) the distribution between the centre and the 
states of the proceeds of taxes which are to 
be, or may be, shared by the centre and the 
allocation between the states of their 
respective shares. 
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(b) the principle which should govern the grants 
in aid of the revenues of the states in need 
out of the centre's funds, 
(c) any other matter which may be referred and by 
the President in the interest of sound 
7 
finances under Article 280. 
Transfer of Resources : Resources transferred from the 
centre to the states have increased continuously 
during the planning period. In fact, resources 
transferred during each plan in nominal terms were 
twice or more as compared to the previous plan. The 
share of these transfers in aggregate expenditure of 
the state governments has varied between 35% and 45%. 
This clearly brings out the heavy dependence of the 
o 
state governments on the centre. 
The relative contribution of the three sources 
transfer - statutory transfers (i.e. through Finance 
Commission). Plan transfers and discretionary 
transfers. 
It is clear from the study of table A-1 that 
transfers under the five year plans which are decided 
by the Planning Commission and discretionary transfers 
made by the centre for various purposes like relief 
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fer natural calamities and so on have constituted over 
50% of the total transfers. The proportion of 
statutory transfers has gone up in recent years but 
still remains at 40% or so of the total. The 
proportion discretionary transfers has come down but 
that of plan transfers has increased. In 1st Plan 
Statutary transfers were Rs. 4470 million of which 
shared taxes were Rs. 3440 million plan transfers were 
Rs. 3500 million only 24% of the total transfers, 
while discretionary transfers were Rs. 6340 million, 
it was the leading source of transfer at that time. 
During Ilird Five Year Plan the scenario was entirely 
different from that of 1st five year plan. In this 
plan period plan transfers became major source of 
transfer^ plan transfers were about 45% of the total 
transfers followed by statutary transfers with 28% of 
the total and the major source of the 1st Plan i.e. 
discretionary transfers became minor source of 
transfers and contributes only about 23% of the total 
transfers. 
In the Vth Plan statutary transfers reached at 
its peak, these transfers were Rs. 109360 million of 
the total transfers of Rs. 253550 million of which 
shared taxes were Rs. 8272 0 million. These transfers 
were about 43% of the total, closely followed by Plan 
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transfers of Rs. 103750 million, which was about 41% 
of the total transfers on the other hand discretionary 
transfers were Rs. 40440 million which was only 16% of 
the total. 
In the Vlth Plan Plan transfers raced ahead with that 
of statutary transfers plan transfers were Rs. 294790 
million about 42% of the total, while statutary 
transfers were Rs. 287770 million, which was about 41% 
of the total of which shared taxes were Rs. 269520 
million, discretionary transfers were only Rs. 122950 
million, about 17% of the total. 
It is evident from the table (A-1) that 
resources transferred from the centre to the states 
have increased continuously during the Planning 
period. The table (A-1) also shows the trend that the 
role of Finance commission becomes secondary because 
most of the resources transferred through 
discretionary transfers by planning commission and 
central government. 
III. Trends in Revenue Receipts : 
The Public Finance plays a vital role in the 
economic development of a country, especially in a 
developing country like India. In development of a 
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country public finance and the development 
process impinge on each other at every turn. The 
development programme determines what type of 
expenditures will need to be adopted in the public 
sector and to be encouraged in the private sector. 
This in turn determines what fiscal policies will be 
required, while the degree of development attained 
determines very largely what taxes it is feasible to 
9 
levy. 
1. Non-Tax Revenue : Non-tax revenue is an important 
part of the total revenue receipts of government of 
India and constitutes about its one-fourth of the 
following are the main features of non-tax revenue of 
gov€;rnment of India : 
(a) administrative receipts have always been a 
small proportion of the total non-tax revenue 
receipts, 
(b) net contribution by public undertakings in the 
form of dividends has been always a marginal 
amount while some undertakings do more 
reasonably good profit, most others incur 
losses only, and 
(c) the third feature of non-tax revenue of the 
government of India is the steadily increasing 
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interest receipts. It constitutes more than 
60% of the revenue receipts. 
2. Tax Revenue : Tax revenue of the government of 
India may be divided into 
(i) taxes on income and expenditure, 
(iii taxes on property and capital transaction, and 
(iii) taxes on commodities an services provide the 
maximum revenue followed by taxes on income 
and expenditure, the contribution of taxes on 
property and capital expenditure is only 
nominal. 
Taxes on income and expenditure mainly consist 
of income tax and corporation tax. Both taxes have 
their own concepts of taxable incomes which are 
assessed subject to exemptions etc., applicable for 
respective years. Personal income tax rates are on a 
progressive slab system while, corporation tax rates 
categories of companies. In the initial years of 
planning period, yield from corporation tax was quite 
small in comparision with that from income tax. 
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Trends in Revenue Receipts from 1st Plan to 6th Plan : 
Since 1950-51 there has rapid growth in the 
financial operations of government of India. The 
aggregate revenue receipts of government of India 
increased from a mere Rs. 511 crores in 1950-51 to 
Rs. 151483 crores in 1984-85. In the initial years of 
planning period, yield from corporation tax was quite 
small in comparision with that from income tax. 
As it is evident from the table (No. A-2), 
that from a mere amount of Rs. 101 crores during the 
1st five year plan to Rs. 10514 crores in VI th Plan, 
while the income tax yield increased during the same 
period from Rs. 664 crores to Rs. 8179 crores. The net 
share of the centre from income tax, however, has not 
increased as rapidly since successive finance 
commissions recommended a large percentage share for 
the states. In the 1st Plan, the state government got 
Rs. 278 crores out of total income tax receipts of Rs. 
664 crores, while in the Vlth plan they get Rs. 5554 
crores out of Rs. 8179 crores. 
Other forms of taxes on income and expenditure 
can be many and include a tax on personal consumption 
expenditure, a tax on interest or similar incomes, a 
tax on some specific form of expenditure. These taxes 
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have been varying with time. An expenditure tax on 
personal consumption was first imposed in 1958 on the 
12 
recommendations made by Prof. Kaldor who emphasised 
this tax as part of an integrated system of direct 
taxes. However, the tax yield was very small. It was 
abolished in 1962, reintroduced in 1964 and finally 
abandoned in 1966. In 1974 a new tax on interest 
earning of S.B.I, and its subsidiaries, the nationali-
zed banks and other scheduled banks was imposed but 
was abolished in 1978-79. Levy of the tax was revived 
under the Finance Act (No. 2), 1980 at the rate of 7% 
on interest earned by banks. It was reduced to 3.5% in 
1983-84. 
Meanwhile, a study group had been constituted 
in 1986 to study the desirability and feasibility of 
levying a tax on personal consumption expenditure. The 
group came to the conclusion that such a tax should 
not levied either as a substitute for or in addition 
to personal income tax. 
Taxes on property and capital transactions 
contribute only a small amount of revenue to the 
government. Table (No. A2) shows that during the 1st 
Plan, the contribution from this category was barely 
Rs. 13.7 crores and rose to Rs. 581.5 crores during 
-89-
the Vlth Plan, from the point of view of revenue, the 
most important tax here is wealth tax which was 
introduced in 1957 and its contribution to the 
government revenue rose from Rs. 37 crores in the Ilnd 
Plan to Rs. 437 crores in VI th Plan. 
The second position in terms of tax yield in 
this category was occupied by Estate Duty followed by 
stamps and Registration and gift tax. The gift tax was 
introduced in 1958 as a part of the integrated system 
direct taxes as recommended by Kaldor. Later, it was 
abolished in 1985-86 budget. From the revenue point 
this tax is not of much importance. 
Taxes on commodities an services has always 
been the major source of revenue to the government. As 
it is evident from table (No. A2) that the yield of 
these taxes rose from a mere amount of Rs. 1372.9 
crores during the 1st Plan to Rs. 52344 crores in the 
Vlth Plan. The central government imposes a no. of 
excise duties and the yield from them has been 
increasing at the most rapid rate. The yield from 
union excise duties rose from Rs. 517 crores in 1st 
Plan to Rs. 43352 crores in the Vlth Plan. A look at 
the successive union excise revenue figures shows that 
the revenue under this head rose more than two times 
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from the 1st Plan to the successive Plans. 
Customs duties occupies the second position in 
the revenue receipts of the government of India. Their 
yield moved from Rs. 916 crores in the 1st Plan to Rs. 
25451 crores during the Vlth Plan. It is note -
worthy that entire revenue under this category comes 
from import duties. 
Total Net tax revenues were Rs. 1973.5 crores 
These tax revenue increases rapidly and rose to Rs. 
69654.00 crores in the Vlth Plan. 
On the other hand non-tax revenue contributes 
very small part in the total revenue receipts to the 
government of India. Non-tax revenues rose from Rs. 
259 crores during the 1st Plan to Rs. 20302 crores in 
VI th plan. Among non-tax revenues the share of 
interest receipts was very large of the total non-tax 
reve;nue. 
As it is clear from the table A2 total Revenue 
receipts of the govt, of India rose from Rs. 2 232.5 
crores in the 1st Plan to Rs. 89956.00 crores in Vlth 
Plan. 
It is clear from the study of Table No. A2 
that there was rising trend in the revenue receipts of 
the government of India, and the rising pace was rapid. 
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IV. Trends in Public Expenditure : 
Among the policy instruments available to 
developing countries for rapid economic growth and 
reduction in the disparities in the distribution of 
income and wealth, public expenditure its size and 
14 pattern assumes a great importance. The German 
economist Adolf Wagner's concept of increasing state 
activities is reflected in the growing public 
expenditure in the modern states. 
The pressure of expenditure in such countries 
tends to be intense because of growth of population, 
emergence of strong local opinion and the emergence of 
. . 15 
strong world opinion. The people of those countries 
which have become free from the bondage of foreign 
rule, like India, have had great aspirations of 
achieving a better living standard. The fulfilment of 
such aspirations affects the rate of growth of public 
expenditure. World opinion emerging through world 
organisations for better economic standard, social 
security measures and communication with the people of 
other countries also led to the demand for increased 
public expenditure. All these factors with the need of 
defence were responsible for the growth of public 
expenditure in India also. 
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Since the mid-sixties with the adoption of new 
agricultural strategy the government has committed 
itself to encourage agricultural development. The 
success of new agricultural strategy depended largely 
on increased use of fertilizers and irrigation 
facilities. Hence the government has not only created 
larger irrigation facilities but has also provided 
them to the farmers at nominal rates. And provides 
fertilizers at subsidized rates. Due to these 
programmes extra burden on Indian exchequer increased. 
Growth of the Public Expenditure : 
The increasing activities of the government 
during the planning period has resulted in a 
spectacular rise in the public expenditure. As it is 
shownfron table No. A3 that during the 1st Plan the 
total expenditure was Rs. 3681 crores of which revenue 
expenditure was Rs. 1983 crores and capital 
disbursements were Rs. 1698 crores, but during the 
Ilnd Plan total expenditure rose more than two times 
and reached to Rs. 7575 crores of which revenue 
expenditure was Rs. 3343 crores, on the other hand 
capital expenditure raced ahead with that of revenue 
expenditure and rose to Rs. 4232 crores- The above 
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TABLE A3 
PUBLIC EXPENDITURE OF THE GOVERNMENT OF INDIA 
(FROM THE 1st TO 6th PLAN PERIOD) 
(Rs. in Crores) 
Sr. PLAN 
No. 
REVENUE CAPITAL TOTAL 
EXPENDITURE EXPENDITURE EXPENDITURE 
4. 
6. 
7. 
1st Plan 
Ilnd Plan 
Annual 
Plans 
Vth Plan 
1983 
3343 
Ilird Plan 7692 
7373 
IVth Plan 19577 
30785 
Vlth Plan 98502 
1698 
4232 
8587 
8029 
14635 
21446 
56790 
3681 
7575 
16279 
15402 
34212 
52231 
155292 
SOURCE : R.B.I., Report on Currency & Finance, Various 
Issues. 
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trend continues till Annual Plans. During these plans 
revenue expenditure were Rs. 7373 crores, while 
capital disbursement were Rs. 8029 crores. But since 
IVth Plan the scenario has been changed, here, revenue 
expenditure raced ahead with that of capital 
disbursements of the total expenditure of Rs. 34212 
crores, revenue expenditure were Rs. 19577 crores. 
During the Vlth Plan total expenditure rose 
nearly three fold to that of IVth Plan expenditure and 
rose to Rs. 155292 crores, of which major expenditure 
was on revenue account. Expenditure on revenue account 
were Rs. 98502 crores, while capital disbursements 
accounted to Rs. 56790 crores. 
The above table (A3) shows the growing public 
expenditure of India on both revenue and capital 
account. 
Developmental and Non-Developmental Expenditure of 
India : 
We will discuss these expenditures separately 
on revenue account and on capital account. 
A. Revenue Account : The developmental and non-develop-
mental expenditure on revenue account increased 
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rapidly. During the entire period non-developmental 
expenditures were quite ahead with that of developmen-
tal expenditure. 
1. Developmental Expenditure : India is a mixed 
economy implying the co-existence of Public and Private 
Sectors. The initiative of the state in such a social 
system is restricted to sectors which fail to develop 
either due to inabilities or the indifference of 
private sector. Thus the state accorded a very high 
priority in India to the development of the 
infrastructure under the plans. Developmental expen-
diture includes social community services. Economic 
Services, it includes items such as agricultural and 
allied services, industries and minerals, foreign 
trade and export promotion, water and power 
development and transport and communications. With 
in the economic services, agricultural and Allied 
services claims the largest share followed by 
industries and minerals, foreign trade and export 
promotion grants in aid to state is and Union 
Territories is another major head for developmental 
expenditure. Table (A4), shows that from a mere amount 
of Rs. 55 crores in 1950-51 developmental expenditure 
rose to Rs. 284 crores in 1960-61. In another ten year 
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TABLE A4 
EXPENDITURE OF THE GOVERNMENT OF INDIA ON REVENUE ACCOUNT 
FROM 1950-51 TO 1984-85 
(Rs. in Crores) 
YEARS NON-DEVELOPMENTAL 
EXPENDITURE 
DEVELOPMENTAL 
EXPENDITURE 
TOTAL 
1950-51 
1955-56 
1960-61 
1965-66 
1970-71 
1975-76 
1980-81 
1984-85 
291.57 
322.46 
542.00 
1442.00 
2307.00 
5032.00 
8929.00 
15972.00 
55.07 
118.28 
284.00 
559.00 
872.00 
2157.00 
5615.00 
11909.00 
346.64 
440.74 
826.00 
2001.00 
3179.00 
7189.00 
14544.00 
27881.00 
SOURCE : R.B.I., Report on Currency and Finance, Various 
Issues. 
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period it rose from Rs. 284 crores in 1960-61 to 
Rs.872 crores in 1970-71, the speed of rising trend in 
these years slowed down, but still it was more than 
three fold. During the period 1975 to 1976 the amount 
of developmental expenditure rose from Rs. 2157 
croresd in 1975-76 to Rs. 11909 crores in 1984-85. 
During this period the increasing trend picked its 
pace and rose by more than five times. These figures 
shows the increasing concern of the government to the 
over-all development of social and economic sector. 
2. Non-Development.al Expenditure : Although during 
the planning period the relative importance of non-
developmental expenditure has declined, the absolute 
amount of expenditure under non-developmental heads 
has increased. Non-developmental expenditure is 
considered desirable from administrative point of 
view. Defence, interest payments on public debt, tax 
collection charges and police, roughly account for two 
third of non-developmental expenditure on civil 
administration have increased very rapidly, which went 
up by 49 times during the period of 1950-51 to 
1984-85. The most rapid increase in non-developmental 
expenditure is accounted for by interest payments. 
Defence expenditure have gone up on account of a no. 
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of factors with rising prices modernization of Army 
costs dearly. Tense relations with some neighbours 
also compel the government to spend more for defence 
purposes, therefore, a sizeable portion of expenditure 
on revenue account goes to. defence. Non-developmen-
tal expenditure constitute a larger part of the total 
expenditure on revenue account. As it is evident from 
table (No. A4) non-developmental expenditure rose from 
Rs. 292 crores in 1950-51 to Rs. 542 croresin 1950-61. 
This increasing trend continues in the next decade but 
with a rapid pace, and these expenditures rose to Rs. 
2307 crores in 1970-71, further they rose to Rs. 15972 
crores in 1984-85. 
It is clear from the study of above table that 
there was rising trend in both developmental and non-
developmental expenditure, but the increasing pace was 
different. Developmental expenditure increased very 
rapidly on the other hand non-developmental 
expenditure increased steadily. 
B. Public Expenditure on Capital Account : 
On capital account a major portion of 
disbursements were in the form of loans and advances 
to the states and union territories & other parties. 
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TABLE A5 
EXPENDITURE OF THE GOVERNMENT OF INDIA ON CAPITAL ACCOUNT 
FROM 1950-51 TO 1984-85 
(Rs. in Crores) 
YEARS NON-DEVELOP-
MENTAL EXPEN-
DITURE 
DEVELOP- LOANS & 
MENTAL ADVANCES 
EXPENDITURE 
TOTAL 
1950-51 
1955-56 
1960-61 
1965-66 
1970-71 
1975-76 
1980-81 
1984-85 
14 
-9 
135 
197 
336 
462 
933 
1248 
57 
136 
270 
579 
605 
1789 
3050 
6595 
112 
344 
624 
1446 
1553 
3151 
5651 
10173 
183 
471 
1029 
2222 
2494 
5402 
9634 
18016 
SOURCE : R.B.I., Report on Currency and Finance, Various 
Issues. 
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Developmental expenditure also rose rapidly, followed 
by non-developmental, specially defence, but the share 
of non-developmental expenditure were very low. As it 
is shown from the table No. A5 that total disburse-
ment of Rs. 183 crores in 1950-51, of which the share 
of developmental expenditure was Rs. 57 crores and 
non-developmental expenditure were only a mere amount 
of Rs. 14 crores, on the other hand loans and advances 
were Rs. 112 crores. In 60-61 loans and advanes rose 
to Rs. 624 crores and developmental outlay rose to Rs. 
270 crores, while non-developmental outlay were only 
Rs. 135 crores. This trend was continued till 1984-85 
also. Of the total capital disbursement of Rs. 18016 
crores, the loans and advances constitutes more than 
50% of the total were Rs. 10173 crores; on the other 
hand developmental outlay were Rs. 6595 crores, and 
non-developmental capital outlay were Rs. 1248 
crores. 
It is clear from the study of above table that 
major share of the capital disbursements were of the 
loans and advances, followed by developmental outlay, 
while, non-developmental outlays were nominal in 
comparision of the former two heads. 
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V. Trends in Public Debt of the Govt, of India : 
When increasing pressure of expenditure cannot 
be met from the taxation, borrowing is restored to 
internally as well as externally. 
Government of India can borrow under Article 
292 of the constitution upon the security of the 
consolidated fund of India with in such limits, if 
any, as may be fixed by Parliament from time to time. 
Public debt in India comprises of external debt, the 
17 internal debt and other outstanding liabilities. 
(a) Internal Debt : Internal debt comprises of 
borrowing through market loans, treasury bills, 
special securities issued to R.B.I., special bearer 
bonds and other bonds, and securities issued to 
international financial institutions. 
(b) External Debt : External debt includes loans 
taken by the government of India against the non-
negotiable, non-interest bearing securities issued to 
internal financial institutions such as I.M.F., 
I.B.R.D., A.D.B., etc. besides, the government of 
India has also raised loans in friendly developed 
countries. External debt also includes loans taken 
from the IMF trust fund. 
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(c) Other Liabilities : Other outstanding liabilities 
constitutes of small savings provident and contribu-
tions, income tax annuity deposit schemes, 
depreciation and other interest bearing reserve funds 
of departments like railway, post and telegraphs, and 
several other deposits like deposits of income tax, 
super tax, deposits of local funds and civil deposits 
etc. All these are outstanding liabilities on the 
government of India. 
Trends in Indian Public Debt from 1951 to 1985 : 
Public debt in India rose rapidly since 
independence, the cause for such an increase was the 
requirement of funds for economic development. During 
that period India's relation with her neighbours was 
cold, due to such relation we have had to incur heavy 
18 
expenditure for defence purposes also. 
With the introduction of planning in India, 
there has been a rapid increase in all kinds of debt 
obligations of the central government. There was a 
need to build various social overheads. This involves 
establishing and developing a variety of industries, 
sources of raw materials, and human skills. To meet 
these requirements an inflow of debt is needed. 
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It is evident from the table (No. A6) that 
since the introduction of planning in India, there has 
been a rapid increase in all kinds of debt obligations 
of the central government. The reason for such rapid 
increase is that the government is bound on pulling 
the economy on to a rapid rate of economic growth. 
From the table No. (A6) it will be seen that 
the internal debt has risen considerably over the 
years. It was Rs. 2022 crores in 1951 and rose to Rs. 
3975 crores in 1961 and it rose to Rs. 58532 crores in 
1985. 
Among internal debt's constituents current 
market loans accounted more than 50% of the total 
current market loans have a maturing period of 12 
months or more at the time of issue and are generally 
interest bearing current market loans were accounted 
to Rs. 1444 crores in 1951 of the total internal debt 
Rs. 2054 crores. They rose to Rs. 4441 crores in 1971 
and further rose to Rs. 30366 crores in 1985. It is 
clear from the above table that current market loans 
have a lion^ 's share in the total internal debt 
obligations. 
The next most important item of internal debt 
is treasury bills. This is major source of short term 
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funds for the government to bridge the gap between 
revenue and expenditure. They have a maturity period 
of 91 or 182 days and are issued every friday. The 
amount debt as a result of treasury bills increased 
from Rs. 358 crores in 1951 to Rs. 2516 crores in 
1971. In 1985 the amount rose to Rs. 19452 crores. 
Special floating and other loans represent the 
contribution of government of India towards the 
capital of international financial institutions such 
as IMF, IBRD & IDA. In 1951 these loans were amounted 
to Rs. 219 crores and further rose to Rs. 2554 crores 
in 1985. 
The government of India announced on Jan. 15, 
1981, the scheme of special bearer bonds, from just 
Rs. 88 crores in 1981, they registered very impressive 
growth and reached to Rs. 964 crores in 1985. 
Special securities issued to the R.B.I, 
against compulsory deposits and those in lieu of 
ad-hoc treasury bills increased by a substantial 
amount from a mere amount of Rs. 585 crores in 1981 to 
Rs. 4650 crores in 1985. From the table (A6) it will 
be seen that external loans of government of India 
were only a nominal amount of Rs. 32.03 crores at the 
end of March 1951, but have since been increasing. 
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first slowly and then more rapidly. In 1961 external 
loans were amounted to Rs. 782 crores. In 1985 they 
stood at Rs. 16637 crores of which the loans from 
I.M.F. Trust fund amounted to Rs. 538 crores. 
As it is clear from table No. A6, other 
liabilities include small savings, provident funds, 
other accounts and reserve funds and deposits. 
Small savings have consistently increased in 
volume during recent years due to the rising money 
incomes in the economy and also due to the various 
innovative schemes introduced by the government. In 
1951 small saving were amounted to Rs. 337 crores. 
Small savings rose to Rs. 2209 crores in 1971 from 
this amount these items rose to Rs. 17157 crores in 
1985. 
Provident funds were Rs. 95 crores in 1951 of 
which state provident fund were total Rs. 95 
crores, because public provident funds were introduced 
in the Public Provident Fund Act, 1968. In 1975 the 
amount of provident funds rose to Rs. 1915 crores of 
which state Provident Funds were accounted to Rs. 1854 
crores and public provident funds constitutes very 
meagre amount of Rs. 61 crores. In 1985 the amount of 
provident funds rose to Rs. 4159 crores. 
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Other accounts include mainly postal insurance 
and life annuity fund. Hindu family annuity fund, 
borrowing against compulsory deposits and income tax 
annuity deposits, and special deposits of non-govern-
ment provident funds. As shown by table (A6). 
Outstanding amount under other accounts rose from a 
mere Rs. 16 crores in 1951 to Rs. 839 crores in 1971 
and this amount rose to Rs. 8389 crores at end-March 
1985. 
Reserve funds and deposits increased from Rs. 
363 crores in 1951 to Rs. 1157 crores in 1971. By end 
March 1985 Reserve funds and deposits rose to Rs. 8562 
crores. 
As shown from Table (A6), aggregate 
liabilities which includes public debt and other 
liabilities rose from Rs. 2865 crores in 1951 to Rs. 
113441 crores in 1985. After deducting the amount due 
from Pakistan on amount of pre-partition debt (Rs. 300 
crores), the amount of net liabilities rose from Rs. 
2565 crores in 1951 to Rs. 113141 crores in 1985. 
It is clear from the study of the fiscal 
trends in the period of 1951 to 1985, that there was 
rising trend in Public expenditure. Revenue receipts 
and Borrowings, though there was some fluctuations in 
the pace. 
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CHAPTER - IV 
FISCAL TRENDS IN INDIAN ECONOMY FROM 1985 TO 1990 
Introduction : 
The year of 1985-86 has been noteworthy for a 
number of developments which will have a long-term 
impact on the fiscal and budgetary policies of the 
Government. The year saw the finalisation of the 
seventh five year plan, covering the period of 1985-90 
and the formulation of a long term fiscal policy for 
the first time. A new direction was given to tax 
policy in the 1985-86 budget, which resulted in tax 
revenues outstripping by a wide margin, the budget 
expectations. Another noteworthy fiscal development 
was the strict adherence by states to the policy 
relating to unauthorised overdrafts with the R.B.I. 
In this chapter we discuss the changes and 
trends in the Indian Fiscal system. The chapter is 
divided into five sections. Section (I) deals with the 
Emergence of Long Term Fiscal Policy. Section (II) 
discusses the Trencte in the receipts of the Government 
of India. Section (III) deals with expenditure trends 
of the Government of India Section (IV) presents 
budgetary changes that have occurred in the span of 
five years and the concluding section i.e. Section (V) 
deals with borrowing trends. 
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I. Emergence of Long Term Fiscal Policy : 
For the first time in India's history the 
Government formally presented a Long-Term Fiscal 
Policy to Parliament on December 19, 1985. In doing 
so, the Government fulfilled the commitment given in 
the budget speech for 1985-86. The formulation of a 
budget is an annual exercise, but to be meaningful it 
has to be set in a longer time frame. Our fiscal 
system has served us well. However, over the years 
objective conditions have changed calling for new 
response. I am quite aware that it is not possible to 
usher in all the changes at one stroke, yet we have to 
initiate a process of reform which can be completed in 
a phased manner in a time bound frame. We will be 
moving towards the formulation of a long-term fiscal 
policy co-terminus with the plan. 
The long-term fiscal policy which has been 
conceived as an instrument to serve the basic 
objectives of the Vllth Plan, mark a new approach to 
fiscal management of the economy. 
Objectives : 
The main objectives of this Long-term fiscal 
policy were the same as that of the seventh five year 
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plan. From this point of view it was stressed that 
inflationary pressures are to be kept to the minimum 
and in this task an appropriate fiscal policy could be 
of great importance, more specifically the Government 
thus stated. In particular non-inflationary financing 
of the plan will require progressively more reliance 
on surpluses generated by the budget and public sector 
undertakings and correspondingly diminished recourse 
to borrowed funds. This must be an essential component 
2 
of the Long Term Fiscal Policy. 
Salient Features : It proposes; 
(i) to increase the share of direct taxes in total tax 
revenue over time and take measures to curb evasion so 
that the fiscal system as a whole becomes even more 
progressive, 
(ii) to continue to assist in the efforts to make the 
incidence of the indirect tax system progressive, both 
through low tax rates on essential commodities and 
through the public distribution system, 
(iii) to take a hard look at the structure of taxes 
and assess the directions in which the country must 
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move forward with reforms to further the basic 
objectives of growth and social justice, while at the 
same time ensuring that there is no significant 
revenue loss ,and 
(iv) to control the pace of implementation of reforms 
with a view to taking into account possible 
dislocations to the existing structure of production 
which has evolved in response to past economic 
, . . 3 policies. 
Given the high priority of keeping inflation 
under firm control, non-inflationary financing of the 
Plan will require progressively more reliance on 
surpluses generated by the budget and public sector 
undertakings and correspondingly diminished recourse 
to borrowed funds. 
Implementation : Some of the major tax changes 
suggested in the LTFP were carried out in 1985-86 
budget when preceded the LTFP, gts clear declaration 
that the new direct tax will continue unchanges was, 
however, not properly appreciated. The 1986-87 budget 
which carried out some more of the promised measure 
was received with less warmth. With the new Finance 
Ministers in 1987, 1988 and 1989, there were some 
departures from the policy outlined. Some of the 
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earlier policies continued but not followed with the 
same determination. The results judged in terms of the 
final consequences were disappointing. We may examine 
the broad changes. 
Income Tax : As far as personal income tax is 
concerned, with some minor modifications, the promises 
held out in Long-Term Fiscal Policy were carriedout. 
The income tax exemption limit was increased from Rs. 
15000 to Rs. 18000, gifts taxation was also 
simplified. In 1987-88 budget, to stimulate personal 
savings, a 50% income tax deduction was given on 
savings upto Rs. 20,000 a year in a special scheme and 
the interest on Public Provident Fund was raised from 
4 
10% to 12%. The scope for making tax-free income was 
considerably enlarged by the issue of tax free public 
sector bonds and the Rabat Bond. A surcharge on income 
tax at 5% and on wealth tax at 10% was again 
introduced in September 1987, to deal with the 
difficult budgetary problem of the worst draught year 
1987-88. It was continued in the 1988-89 budget. In 
1989-90 the surcharge was further increased to 8% 
(including on companies) to Finance Jawahar Rozgar 
Yojana. 
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The 1985-86 budget had only taken a modest 
step in the direction of corporation taxation viz., a 
broad 5% rate reduction. The other promised step 
followed; surcharges were abolished in 1985-86, surtax 
abolition announced in 1987. The biggest change in 
company tax concessions was attempted in the 1986 -
the replacement of investment allowance with an IDBI 
deposit scheme, whereby companies could deposit 20% 
5 
of their profits. This would be tax free and be 
allowed to withdrawn for investment in Plant machinery 
or for payment of past loans taken for a similar 
purpose. Depreciation allowance were simulataneously 
liberalized. A study of 50 largest government and 
private sector companies by CMIE of the impact of the 
two alternatives investment allowances and IDBI 
deposits showed that in the aggregate there was little 
difference to the tax benefits but the impact on 
different companies differed. A big concession was 
obtained by companies in 1988 when income from exports 
being taxed half became entirely tax free. 
Indirect Taxes : 
Excise : In the case of excise taxation, the change 
over to the MODVAT with the exception of textiles, 
petroleum and tobacco was much smoother than feared, 
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One important part of internal commodity taxation viz. 
sales taxation was not touched by it as sales taxation 
was a state subject. Octroi taxation by local bodies 
had to be left out. This meant that once the network 
of transactions subject to excise was broken, the 
refund or deduction system of taxes paid earlier could 
not work. Inputs brought from dealers in the open 
market did not get the benefit of the refund. The 
value added tax only admits of classification 
according to broad uses of final excisable goods and 
other subtle distinctions of process etc. can not be 
accommodated. In fact, it has been found difficult to 
adjust to the exemption from excise duties of inputs 
produced by small scale industries. If these are used 
by factories subject to MODVAT, the tax concession 
will get nullified under normal treatment. It has, 
therefore, been provided that a national tax credit be 
given to such products as if they had paid the tax. 
There have been extensive duty changes in excise in 
the last five years, but it is difficult to see any 
broad search for principles, except the welcome 
insistence of not touching necessaries. There are 
fresh proposals every year for increases in excise 
taxation and also numerous new concession. 
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Import Policy : The import policy announced for 
1985-88 had many liberal features. An indication of 
this can be obtained from the fact that as many as 201 
items were put on the OG list. But it seemed the 
transition from a highly protected economy to a 
liberal economy had not been properly provided for. 
Imports did increase immediately but the increase was 
rather doubtful in terms of capital goods imports as a 
proportion Gross Domestic Capital Formation. 
Targets and Achievements : The actual achievements of 
the fiscal policy of the seventh plan maybe briefly 
compared with the targets. It is interesting to note 
that non-plan revenue expenditure has except 1985-86 
and 1989-90 exceeded the anticipations. In 1989-90 a 
notable effort was made to contain defence expenditure 
which, if successful, would terminate in reducing the 
seventh plan expenditure to projections in the Long 
7 
Term Fiscal Policy. Interest payments, the most 
important item in 1989-90, had increased steadily but 
surprisingly at the end and through all the years was 
below those projected. Defence, including capital 
expenditure was according to projections for the plan 
as a whole, though for the years 1986-87, 1987-88, and 
1988-89 they were substantially exceeded. Subsidies 
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in every year and others except in 1985-86, were 
higher than anticipated. The deficit on non-plan 
account can be partly explained by the increase in 
non-plan expenditure, but a part of the explanation 
also in the failure of tax revenues to expand as 
expected. In the first two year of the plan the 
revenues increased more than expected, but since 
1987-88 there has been an increasing gap. The 
important objective of reversing the decline in the 
share of direct taxes over the long term has been 
unrealised. 
While the balance on non-plan revenue account 
was negative and much worse than anticipated. In the 
final turn of events, the central plan absorbed a 
little less and the support to the states more, so 
that the total exceeded the anticipated. The whole 
plan finance had to rest on non-revenue resources, 
the gross fiscal deficit was of the order of 6.5% of 
GDP. Both market borrowings and budgetary deficit were 
to be brought down, the former because of the 
limitation of the market to absorb loans and the 
latter because of the impetus therapy given to 
inflation and the main burden was to be borne by 
contributions from public undertakings which were 
planned to be increased from 2.7% in 1984-85 to 4.1% 
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by 1989-90. Unfortunately the contributions, while 
gradually increasing lagged behind anticipations with 
the result that market borrowing were restored to the 
extent of 1.9% compared with the 1.6% target and 
deficit financing is likely to amount to more than Rs. 
34000 crores whereas only Rs. 14000 crores were 
9 
provided in the plan. 
II. Trends in Receipts of the Government of India : 
The year 1985-86 has been noteworthy for a 
number of developments which will have a long term 
impact on the fiscal and budgetary policies of the 
government. The year saw the finalisation of the 
seventh five year plan covering the period 1985-90, 
and the formulation of a long-term fiscal policy for 
the first time. A new direction was given to tax 
policy in 1985-86 budget, resulted in tax revenues 
outstripping by a wide margin, the budget expectations, 
Tax Structure Proposed in the Long Term Fiscal Policy: 
An important feature of India s existing tax 
structure is predominance of indirect taxes. At 
present direct taxes account for about l/6th of the 
total tax revenue of the government. The government 
thus stressed the need to raise the revenue yield of 
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income tax and corporation tax in its long term fiscal 
policy statement. In past, among the direct taxes 
the share of personal income tax has registered a 
decline from 14.2% in the first half of the seventies 
to 9.1% during the sixth plan, while that of 
corporation tax has remained more or less steady 
around 12%. The decline in the share of personal 
income tax has occurred during the seventies despite 
high rates of tax on personal income. Among indirect 
taxes, the proportion of union excise has come down 
from an average of 52.4% to 47.6%, and that of 
customs has increased from 18.8% to 27.8% during the 
period under reference. 
The long term task of fiscal policy in the 
area of taxation is to bring about a structural 
reform should ensure that revenues go up automatically 
and commensurately as incomes and prices rise. It 
should also aim at securing better compliance reducing 
harassment and improving the efficacy of the tax 
structure to serve the plan objectives while 
minimising harmful economic effects. 
1. Direct Taxes : The 1985-86 budget introduced major 
reforms in direct taxes to foster an environment for 
growth, productivity and saving, while providing 
relief to lower income groups. These reforms together 
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with the measures taken to strengthen tax administra-
tion and enforcement have already yielded substantial 
dividends. The centres collections from direct taxes 
in the first ten months of the current financial year 
recorded an increase of about 24% over collections in 
the corresponding period of previous year. 
The govt, has decided to rewrite the direct 
tax laws with the following objectives in view : 
(i) Rationalising and simplifying the laws in 
order to make the provisions easier to 
administer, 
(ii) Improving the effectiveness of the provisions 
for curbing tax evasion, 
(iii) Building effective deterrant penal provisions, 
(iv) Bringing about uniformity of procedures for 
all direct taxes, 
12 (v) Reducing the categories of taxable entities. 
As regards capital gains taxation, the LTFP 
notes that the govt, will undertake a review to make 
capital gains taxation more effective and promote 
investment in desired channels. 
The 1985-86 budget had also initiated the 
process of reform of the corporation tax. It was felt 
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that there was scope for further reforms along two 
lines. The measure considered were : 
(a) further reduction in the rates of corporation 
tax by 5%age points and the withdrawl of 
surcharge and surtax, 
(b) abolition of the investment allowance in a 
phased manner. 
With regard to the problem of tax evasion and 
black money, the LTFP proposes to continue the 
governments strategy of combining reasonable tax rates 
and simplified procedures with better administration 
and enforcement in order to ensure much greater tax 
compliance. Weakness which hindered effective 
prosecution of tax evaders should be removed. 
With regard to N.R.I.s the present tax 
structure is to be kept stable for five years. The 
income tax department will take special care to ensure 
that all procedural irritants are minimized. 
2. Indirect Taxes : The proposed reforms in the 
structure of customs and excise duties are designed to 
further the basic objective of economic growth, 
equity, simplicity and built in revenue raising 
capacity. In addition, these refonns are intended to 
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serve as vehicles for progressively moving from 
discretionary, quantitative restrictions and physical 
controls to non-discretionary fiscal instruments in 
managing the economy. 
The LTFP has announced major reforms in 
central excise duties, 
(a) after harmonisation of the tarrif classifica-
tion with the customs, measures are being taken to 
reduce the number of effective rates, 
(b) the govt, intends to implement a modified 
system of value added taxation, MODVAT. The basic idea 
is to tax final products and not the inputs that go 
into production. MODVAT will be introduced in a phased 
manner with progressive expansion of the provisions 
for set-offs for excise and countervailing duties paid 
on inputs. The resulting loss of duty on inputs will 
be recouped through higher taxation of final products 
the govt, will reform the present scheme of 
excise concessions in the light of the 
recommendations of the recently submitted 
report of Technical study group on central 
excise tariff. 
To eliminate the blocking of large amounts of 
excise and customs revenue in litigation, the 
government will establish an Appellate 
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Tribunal under Article 323 B of the 
constitution. 
The LTFP recognises that though ad-valorem 
duty rates are favored on economic considera-
tions, problems of evasion and related 
administrative exigencies often require the 
substitution of specific duty rates for 
advelorem ones. 
The basic thrust of customs tariff reform will 
be to place increasing reliance on tariffs to 
regulate imports and progressively reduce the 
role of quantitative restrictions. At the same 
time the govt. proposes to reduce the 
enormous multiplicity of nominal and effective 
rates of protection conferred by the customs 
tariff structure. The basic idea is to 
gradually move towards a two tier structure of 
customs duties for capital goods, raw 
materials and components. This structure is to 
be phased gradually. The LTFP also envisages 
that the categories of project imports, for 
customs duty purposes, will be progressively 
reduced. 
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Trends in Revenue Receipts : 
The 1985-86 budget initiated major reforms in 
the rate structural of income tax. In the case of 
personal income taxation, the no. of slabs was reduced 
from nine to five. The rates of income tax were 
lowered. The exemption limit for taxation of personal 
income was raised from Rs. 15000 to Rs. 18000 and the 
levy of surcharge on personal income tax was 
abolished. With the reduction in the rates of income-
tax, the maximum marginal rate came down from 61.875% 
to 50%. The compulsory Deposit Scheme, 1974 was 
abolished. Table (Bl) showed that in 1985-86 total 
yield from income tax was other than corporation tax 
was Rs. 2509 crores of which state's share were 
Rs.1846a crores and remaining amount of Rs. 663 crores 
was net revenue of the Govt, of India from personal 
income tax. As Table (B2) showed that during this 
fiscal year revenue receipts were 8.1% of G.D.P., 
total tax receipts were Rs. 21180 crores of which 
direct taxes were 17.8% while indirect taxes were 
82.2% of the total tax receipts. 
In 1986-87 revenue receipts aggregated Rs. 
35153 crores as against Rs. 29206 crores. Of this 
rise, Rs. 3027 crores were due to spurt in tax revenue 
and Rs. 2920 crores on account of higher collection 
under customs duties. Excise duties and corporation 
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TABLE Bl 
REVENUE RECEIPTS OF THE GOVT. OF INDIA FROM 1985-90 
(Rs. in crores) 
ITEM 
YEAR 
1985-86 1986-87 1987-88 1988-89 1989-90 
Direct Taxes 
Corporation Tax 
Taxes on Income other 
than corporation Tax 
Gross collection 
State's share 
Estate Duty (Net) 
Total Receipts 
State's share 
Interest Tax 
Wealth Tax 
Gift Tax 
Expenditure Tax 
Indirect Taxes 
Customs 
Union Excise Duties 
Gross Collection 
State's share 
Others 
Taxes on U.T.s 
Total Tax Revenue 
3754 
2865 
663 
2509 
1846 
3 
23 
20 
58 
153 
12 
-
17426 
9526 
7330 
12956 
5626 
38 
532 
21180 
4065 
3160 
717 
2878 
2159 
4 
14 
10 
1 
174 
9 
-
20253 
11475 
8164 
14470 
6306 
50 
564 
.24318 
4157 
3433 
598 
3187 
2589 
2 
8 
6 
9 
101 
8 
6 
23858 
13702 
9423 
16426 
7003 
68 
665 
28015 
6074 
4407 
1488 
4237 
2749 
5 
6 
1 
3 
122 
7 
42 
27677 
15805 
10922 
18841 
7919 
121 
829 
33751 
6081 
4729 
1082 
5004 
3922 
4 
4 
-
4 
179 
8 
75 
32268 
18036 
13096 
22406 
9310 
216 
920 
38349 
Contd..2... 
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CONTINUED TABLE Bl 
SI. YEAR 
No. 1985-86 1986-87 1987-88 1988-89 1989-90 
Non-Tax Revenue 
(a) 
(b) 
(c) 
(d) 
(e) 
(f) 
(g) 
(h) 
B. 
Dividends & Profits 
Interest receipts 
Fiscal Services 
General Services 
Social & Comm. ?r 
Services 
Economic Services 
External Grants 
Non-Tax Receipts of 
U.T.s. 
Total Non Tax 
Revenue 
415 
4586 
513 
645 
149 
842 
413 
69 
7704 
507 
5339 
740 
738 
185 
2427 
396 
78 
10450 
604 
5745 
788 
845 
216 
2194 
407 
93 
10977 
475 
6973 
738 
990 
267 
1842 
507 
104 
11989 
715 
8466 
841 
1099 
301 
3958 
665 
131 
16265 
Total Revenue 28884 34768 38992 45740 54614 
SOURCE : R.B.I., Report on Currency & Finance, various issues, 
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tax. The main contributory factor for the rise in non-
tax revenue were interest receipts, economic services 
and social services. However, the higher receipts were 
offset partly by a decline under the head of fiscal 
services and dividends and profits. 
In 1987-88 revenue receipts aggregated Rs. 
38992 crores as compared with Rs. 34768 crores in 
1986-87 showing a rise of Rs. 4224 crores over the 
year. Of this, the rise of Rs. 3697 crores was due to 
spurt in tax revenue collections under custom duties 
of Rs. 13702 crores as against Rs. 11475 crores in the 
previous year, excise duties (+ Rs. 1259 crores and 
corporation tax which rose from Rs. 3160 crores in 
1986-87 to Rs. 3433 crores in 1987-88. The main items 
accounting for rise in non-tax revenue were : Interest 
receipts which rose to Rs. 406 crores over the year, 
fiscal services (+ Rs. 48 crores), and external grants 
rose from Rs. 396 crores in 1987-88. However, the 
higher receipts were partly offset by a decline under 
the head 'Economic Services Which declined from Rs. 
2427 crores in 1986-87 to Rs. 2194 crores in 1987-88. 
Tax receipts in 1987-88 accounted for 71.8% of 
total revenue receipts as compared with 69.9% in 
1986-87. The ratio of centre's tax receipts to GDP at 
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TABLE B2 
TAX RECEIPTS OF THE CENTRAL GOVT. AS A PROPORTION TO THE GDP AND 
TOTAL RECEIPTS FROM 1985-1990 
(Rs. in crores & %age) 
ITEM 
Tax Receipts 
1. as % of total 
receipts 
2. as % of revenue 
receipts 
3. as % of GDP 
1985-86 
21180 
46.1 
72.5 
8.1 
1986-87 
24319 
45.6 
69.9 
8.3 
YEAR 
1987-88 
28015 
45.9 
71.8 
8.5 
1988-89 
33751 
47.3 
73.8 
8.6 
1989-90 
38349 
45.3 
— 
8.4 
Direct Taxes 3780 4066 4157 6074 6081 
B, 
as % of tax 
receipts 
Indirect Taxes 
as % of Tax 
receipts 
17.8 
17400 
82.2 
16.7 
20253 
83.3 
14.8 
23858 
85.2 
18.0 15.9 
27677 32268 
82.0 84.1 
SOURCE : R.B.I., Report on Currency & Finance, various issues, 
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current prices 8.5% as compared with 8.3% in 1986-87. 
Under tax receipts the share of direct and indirect 
taxes were 14.8% and 85.2% respectively in 1987-88. 
The LTFP had envisaged that the share of direct taxes 
should be gradually increased, but this ratio has 
shown a declining trend during the 7th Plan, having 
come down from 17.8% in 1985-86 to 14.8% in 1987-88. 
As a result, the share of indirect taxes in total tax 
receipts has gone up from 82.2% in 1985-86 to 85.2% in 
1987-88. 
In 1988-89 the revenue receipts were accounted 
Rs. 45740 crores and showing an increase of Rs. 6748 
crores over 1987-88. The entire increase in revenue 
receipts was contributed by tax receipts, while 
non-tax receipts were lower than the budget estimates. 
The noteworthy feature of tax receipts in 1988-89 was 
that the share of direct taxes in total receipts 
showed an improvement, it improved to 18% from 14.8% 
in 1987-88. As a result the share of indirect taxes 
declined from 85.2% in 1987-88 to 82% in 1988-89. 
In 1989-90 revenue receipts were amounted at 
Rs. 54614 crores were lower by Rs. 404 crores than the 
budgeted figure Rs. 55018 crores within revenue 
receipts tax receipts showed a decline of Rs. 38 
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crores over budgeted estimate and this was due to 
significant fall in union excise duties. Total tax 
revenue was placed at Rs. 38349 crores as compared 
with Rs. 33751 crores in 1988-89. Tax receipts as a 
%age of GDP also declined, though marginally from 8.6% 
in 1989-90 though the share of direct taxes in total 
tax revenue increased to 15.9% as compared with 15.8% 
in the budget estimates, it was lower than 18% 
observed in 1988-89. Correspondingly the share of 
indirect taxes at 84.1% was lower than 84.2% in budget 
estimates but higher than it was 82% in 1988-89. The 
rise in non tax receipts from Rs. 11989 crores in 
1988-89 to Rs. 16265 crores in 1989-90 was a 
consequence of an increase in receipts from interest 
and fiscal services, which rose from Rs. 6973 crores 
and Rs. 738 crores in 1988-89 to Rs. 8466 crores and 
Rs. 841 crores respectively in 1989-90. 
Trends in Capital Receipts of the Govt, of India : 
Capital receipts of the centre consist of 
different kinds of borrowings, deposits, grants etc. 
and repayments of loans and advances. Trends in 
capital receipts are shown by Table (B3) for the 
period of 1985-86 to 1989-90 and exhibit the following 
note-worthyfeatures. 
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TABLE B3 
CAPITAL RECEIPTS OF GOVT. OF INDIA FOR THE FINANCIAL YEAR 
OF 1985-86 TO 1989-90 
(Rs. in Crores) 
SL. 
NO. 
1. 
i. 
ii. 
2. 
i. 
ii. 
3. 
4. 
5. 
6. 
i. 
ii. 
7. 
ITEM 
Internal Market Loans: 
Gross 
Net 
External Loans: 
Gross 
Net 
Small Savings (Net) 
Public Provident Fund 
(Net) 
State Provident Fund 
(Net) 
Recoveries of Loans & 
Advances 
State and U.T.s 
Others 
Railway Reserve Funds 
1985-86 
5543 
4884 
2145 
1515 
1389 
76 
419 
2751 
1625 
1126 
-94 
1986-87 
6569 
5531 
3040 
2019 
476 
135 
767 
3498 
2281 
1217 
-18 
YEAR 
1987-88 
6684 
5861 
4664 
3418 
537 
278 
893 
4180 
2562 
1618 
-23 
1988-89 
8894 
8418 
4016 
2460 
1270 
360 
961 
4597 
2937 
1660 
-95 
1989-90 
8044 
7404 
4443 
2595 
7958 
617 
1115 
4980 
2962 
2018 
165 
Special Deposit of Non-
Government P.F. 776 3463 4156 5831 7718 
Special borrowing from 
R.B.I, against 
compulsory deposits 
(Net) 125 -320 -190 -190 -145 
Contd...2... 
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CONTINUED TABLE B3 
SL. ITEM YEAR 
NO. 1985-86 1986-87 1987-88 1988-89 1989-90 
10. 
11. 
12. 
Deposits from LIC, 
GIC and its 
subsidiaries 
Other Receipts (Net) 
Total Receipts 
423 
4444 
16708 
225 
2753 
18529 
225 
2691 
22026 
319 
1742 
25673 
252 
-2641 
30018 
SOURCE : R.B.I., Report on Currency & Finance,various issues. 
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In 1985-86 capital receipts aggregated Rs. 
16708 crores, in which the major share were from 
market loans (Rs. 4884 crores net), external loans 
aggregated 2145 crores (Gross), then small savings 
were Rs. 1389 crores and recoveries of loans and 
advances were Rs. 2751 crores. However, other capital 
receipts were accounted at Rs. 4444 crores. 
In 1986-87 capital receipts aggregated Rs. 
18529 crores which is higher about Rs. 1821 crores 
over previous year. The major increase were on the 
heads of market loans which rose by Rs. 647 crores 
over the year 1985-86. External loans rose by Rs. 504 
crores over the previous year and recoveries of loans 
and advances by Rs. 747 crores. However higher 
receipts were offset by decline in small savings which 
declined by Rs. 913 crores and other capital receipts 
which declined by Rs. 1691 crores over the year 
1985-86. 
In 1987-88 capital receipts at Rs. 22026 
crores were higher by Rs. 3497 crores than Rs. 18529 
crores in the previous year. The major increases were 
under market borrowings (Rs. 330 crores), external 
loans (Net) (Rs. 1399 crores), small savings (Net) 
(Ss. 61 crores) and recoveries of loans and advances 
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by Rs. 682 crores. These were offset partly by a 
decline in other capital receipts by Rs. 61 crores. 
In 1989-90 the trends were different from the 
previous years. In this financial year total capital 
receipts aggregated Rs. 30018 crores. In this year the 
major contribution were from small savings, their 
contribution rose from Rs. 1270 crores in 1988-89 to 
Rs. 7958 crores in 1989-90,on the other hand the 
contribution from market borrowings (Net) declined 
from Rs. 8418 crores in 1988-89 to Rs. 7404 crores in 
1989-90. The contribution from special deposits from 
Non-Govt. P.F. were Rs. 7718 crores which was higher 
by Rs. 1887 crores over the year 1988-89. However, 
higher gains through small savings and special 
deposits were off-set by other capital receipts. 
III. Trends in Expenditure of the Govt, of India : 
Public expenditure can intensely affect the 
working of an economy through its sheersize. In India, 
it assumes special significance because the government 
uses it for various policy objectives including 
equitable distribution of income and wealth, decentra-
lization of economic power, removal of regional 
disparities, and acceleration of economic growth. 
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There was a secular rising trend in govt, of 
India expenditure both in absolute terms and as a 
proportion of GDP during this period. 
Table (B4) provides a brief picture of recent 
trends in govt, of India expenditure on revenue 
account, classified between Developmental and non-
developmental expenditure. It would be seen that non-
developmental expenditure dominates and far exceeds 
the developmental expenditure. This is not a healthy 
trend for a developing 'country!like India. 
1. Trends in Revenue Expenditure : 
In 1985-86 the rise in revenue expenditure was 
contributed both by developmental expenditure and non-
developmental expenditure. 
Of the total revenue expenditure of Rs. 34772 
crores, developmental expenditure was Rs. 14861 
crores and non developmental expenditure was Rs. 19911 
crores* under developmental revenue expenditure, the 
important item accounting for the rise were : social 
and community services which was Rs. 1322 crores, 
contribution from economic services were Rs. 7477 
crores, grants-in-aid to state and union territory 
governments for developmental purposes accounted 
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TABLE B4 
EXPENDITURE OF THE GOVT. OF INDIA ON REVENUE ACCOUNT FOR THE FINANCIAL YEAR 
OF 1985-86 TO 1989-90 
(Rs. in Crores) 
SL. ITEM 
NO. 
YEAR 
1985-86 1586-87 1987-88 1388-8$—1989-90 
Developmental 
Expenditure 14861 
Social & Community 
Services 1322 
Economic Services 7477 
General Services 9 
Grants-in-aid to 
state & U.T.s for 
developmental 
purposes 5428 
Disbursements of U.T.s 625 
Non-Developmental 
Expenditure 19911 
Collection of Taxes 
and duties 275 
Audit 130 
Interest Payments 7504 
Administrative 
Services 1047 
Defence Expenditure 
(Net) 7020 
Grants-in-aid to 
state & U.T.s for 
Non-Developmental 
Purposes 1638 
18146 21198 24728 29961 
1771 2089 2417 2740 
9293 10335 12730 18828 
10 6 8 13 
6323 7772 8426 7015 
749 996 1147 1365 
24398 26931 31527 36565 
360 418 462 494 
156 180 203 230 
9237 11236 14261 17735 
1328 
9179 
1520 
8860 
1783 2049 
9558 10194 
1397 1438 1650 1698 
Contd... 2 
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CONTINUED TABLE B4 
SL. ITEM YEAR 
NO. 1985-86 1986-87 1987-88 1988-89 1989-90 
(g) Currency coinage 
and mint & other 
General Services 2053 2368 2900 3316 3781 
(h) Compensation and 
Assignments to local 
bodies - 43 53 - -
(i) Technical & Economic 
Cooperation with 
other countries 
(j) Postal Services (Net) 
III. Total Expenditure 
81 
163 
34772 
114 
216 
42544 
135 
191 
48129 
124 
170 
56255 
121 
263 
66526 
SOURCE : R.B.I., Report on Currency & Finance, 1988-89, 1990-91, 
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Rs. 5428 crores and disbursement of U.T.s aggregated 
Rs. 625 crores. 
The major contributory items for the rise in 
non-developmental revenue expenditure were interest 
payments which accounted Rs. 7504 crores and Defence 
expenditure were Rs. 7020 crores, other items which 
contributed in the rise of non-developmental 
expenditure were currency, coinage and mint by 
Rs.2053 crores and grants-in-aid to state and U.T.'s 
for non-developmental purposes were Rs. 1638 crores. 
In 1989-90 total revenue expenditure rose to Rs. 66526 
crores from Rs. 34772 crores of which developmental 
expenditure were Rs. 29961 crores and non-developmen-
tal expenditure were Rs. 36565 crores. The major 
contributory items for the rise in developmental 
expenditure were Economic services which rose to Rs. 
18825 crores from Rs. 7477 crores in 1985-86 (an 
increase of Rs. 11348 crores with in five years). 
Expenditure on social and community services rose to 
Rs. 2740 crores from Rs. 1322 crores in 1985-86, 
expenditure under this item also increased by more 
than two times. But grants-in-aid to state and U.T.'s 
increased very slowly till 1988-89, it rose to Rs.8426 
crores in 1988-89 from Rs. 5428 crores in 1985-86, but 
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the expenditure under this head declined to Rs. 7015 
crores in 1989-90. On the other hand non-developmental 
expenditure under revenue account rose to Rs. 36565 
crores in 1989-90 from Rs. 19911 crores in 1985-86. 
Items responsible for the mopping up of non-develop-
mental expenditure were interest payments accounted 
near about half of the non-developmental expenditure 
in 1989-90. It rose to Rs. 17735 crores in 1989-90 
from Rs. 7504 crores in 1985-86. On the other hand 
defence expenditure rose very steadily and with little 
fluctuation expenditure on defence rose to Rs. 9179 
crores in 1986-87 from Rs. 7020 crores in 1985-86, but 
declined to Rs. 8860 crores in 1987-88 and again 
steadily rose to Rs. 10194 crores in 1989-90 from Rs. 
9558 crores in 1988-89. Expenditure on administrative 
services rose steadily with time and reached to Rs. 
2049 crores in 1989-90 from Rs. 1047 crores in 
1985-86. Expenditure on currency coinage and mint & 
other general services were Rs. 3781 crores in 
1989-90. Expenditure on grants in-aid to state & 
U.T.'s govt.'s for non-developmental purposes 
fluctuates during this period, from Rs. 1638 crores 
in 1985-86 it declined to Rs. 1397 crores in 1986-87 
and further rose to Rs. 1698 crores in 1989-90 from 
Rs. 1438 crores in 1987-88. 
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2. Trends in Capital Disbursements : 
While current expenditure is met out of 
current revenues, the central govt, incurs certain 
items of capital expenditure which are met out of 
loans and other receipts. In the table (B5) capital 
disbursements are categorised under three categories: 
I-Developmental capital outlay, II-Non-Developmental 
capital outlay and, Ill-Loans and advances. Under 
developmental capital outlay the major items are 
social and community services. Economic services, 
general services and disbursements of union 
territories. On the other hand under non-developmental 
capital outlay main items are defence outlay and other 
non-developmental capital outlay. Under loans and 
advances categories the major part of outlay goes to 
states and union territories and rest of the amount 
goes in the category of other loans and advances. 
After analysing the table (B5), it is clear 
that more than half of the total capital outlay goes 
in the category of loans and advances and this trend 
was maintained during the period. There was 
fluctuation in the developmental capital outlay and 
the proportion of this outlay of the total capital 
outlay declines, while non-developmental capital 
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TABLE B5 
CJVPITAL DISBURSEMENTS OF THE GOVT. OF INDIA FOR THE FINANCIAL YEAR 
OF 1985-86 TO 1989-90 
(Rs. in Crores) 
SL. 
NO. 
ITEM YEAR 
1985-86 1986-87 1987-88 1988-89 1989-90 
I. Developmental Capital 
Outlay 6955 7648 6122 6367 7396 
(a) Social & Community 
Services 
(b) Economic Services 
(c) General Services 
(d) Disbursements of U.T.s 
II. Non-Developmental 
Capital Outlay 
(a) Defence 
(b) Others 
III. Loans and Advances 
(a) Loans to states & U.T.s 
(b) Other Loans & Advances 
IV. Total Capital 
Disbursements 16135 19014 18705 20800 28698 
174 
6536 
110 
135 
1018 
967 
51 
8162 
4456 
3706 
390 
6895 
123 
240 
1362 
1298 
64 
10004 
4467 
5537 
280 
5387 
167 
288 
3172 
3108 
64 
9411 
5031 
4380 
352 
5652 
187 
176 
3889 
3783 
106 
10544 
5462 
5082 
321 
6774 
114 
187 
4412 
4221 
191 
16890 
10917 
5973 
SOURCE : R.B.I., Report on Currency & Finance, 1988-89 - 1990-91. 
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outlay increased with limited pace during this 
period. 
In 1985-86 of the total capital outlay of Rs. 
16135 crores, loans and advances aggregated at Rs. 
8162 crores of which loans and advances to states and 
union-territories accounted Rs. 4456 crores. In the 
developmental capital outlay of Rs. 6955 crores, the 
expenditure on social & community services were Rs. 
174 crores and expenditure on Economic services were 
highest under this category (Rs. 6536 crores), while 
of the total non-developmental capital outlay of Rs. 
1018 crores defence outlay were Rs. 967 crores. 
In 1987-88 total capital outlay declines to 
Rs. 18705 crores in comparision of Rs. 19014 crores in 
1986-87. It was mainly due to decline in developmental 
capital outlay and loans and advances to others, from 
Rs. 7648 crores and Rs. 10004 crores in 1986-87 to Rs. 
6122 crores and Rs. 9411 crores in 1987-88 
respectively. In the fiscal year of 1989-90 total 
capital expenditure rose to Rs. 28698 crores from Rs. 
18705 crores in 1987-88. In 1989-90 major expenditure 
were under loans and advances which rose to Rs. 16890 
crores from Rs. 9411 crores in 1987-88. Under this 
category loans and advances to states and union 
territories were Rs. 10917 crores. It was due to the 
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increasing demand of states and U.T.s for financing 
their developmental and non-developmental programmes. 
Developmental expenditure rose very steadily from Rs. 
6122 crores in 1987-88 to Rs. 7396 crores in 1989-90, 
but it was proportionately low to the total capital 
outlay in comparision of its proportion in 1985-86 to 
the total capital outlay. Under this category 
expenditure on social & community services declined 
from Rs. 352 crores in 1988-89 to Rs. 321 crores in 
1989-90 while expenditure on economic services rose 
from Rs. 5652 crores in 1988-89 to Rs. 6774 crores in 
1989-90. Non-developmental capital outlay rose from 
Rs. 3172 crores in 1987-88 to Rs. 4412 crores in 
1989-90, of which defence outlay were Rs. 3108 crores 
of the total non-developmental capital outlay in 
1987-88 and Rs. 4221 crores in 1989-90. 
IV. Trends in budgetary position of the govt, of India 
from 1985-86 to 1989-90 : 
The capital budget is known as developmental 
budget and revenue budget is known as recurring budget 
If the underdeveloped country has a low volume both in 
revenue and capital budgets, it may be possible to 
finance its entire expenditure through taxation and 
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non inflationary borrowing, i.e. with in the frame 
work of balanced budget. 
When govt, of an under-developed country is 
having a surplus in revenue budget, it is making 
public savings for financing the investment outlay in 
the public and private sectors. If, on the other hand, 
the revenue budget is completely balanced, there is no 
public saving for financing investment outlay. A 
deficit in revenue budget means negative public 
savings. Thus, as far as an under-developed economy is 
concerned, it is intentionally clear that the 
budgetary surplus on the revenue account is the 
relevant position to be achieved and maintained. 
It means that the surplus in the revenue 
budget and a large investment outlay financed by it 
are the possibilities which should go together if 
fiscal policy is to operate as a dynamic and effective 
instrument of economic developmental in the under-
developed countries. A condition of revenue budget is 
on which an underdeveloped country should not 
contemplate with equanimity. Such a condition may be 
either under of an inadequate tax policy or 
extravagance in public expenditure on consumption or 
both. A condition of deficit in revenue budget notonly 
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means negative saving but it may also lead to the 
consumption of capital stagnation and even inflation. 
But it is one thing to have a deficit in the 
revenue budget and quite different to have a deficit 
in the overall budgetary position, it may mean that 
the surplus in revenue budget is not enough to meet 
the requirements of the capital budget or investment 
but the gap in the resources is financed through 
deficit financing and external resources. 
If the govt, asks the citizen for sacrifices, 
it should first restrain itself from indulging in 
wasteful and unproductive public expenditure. A govt. 
which wastes public funds can hardly expect public 
17 
co-operation in mobilising resources. In under-
developed countries the budget policy should be so 
designed as to allow public expenditure and public 
reveue to grow simultaneously and huge deficits or 
continuous deficits on revenue account should be 
avoided at any cost as they will cause inflationary 
condition in the country. 
It is clear from the study of table (B6) that 
there was deficit of Rs. 5888 crores on revenue 
account in 1985-86. It was due to increasing non-
developmental expenditure on revenue account. 
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TABLE B6 
TRENDS IN BUDGETARY POSITION OF THE GOVT. OF INDIA DURING 1985-86 TO 1989-90 
(Rs. in Crores) 
SL. 
NO. 
I. 
(a) 
(b) 
ITEM 
Revenue Account: 
Revenue 
Expenditure 
1985-86 
28884 
34772 
1986-87 
34768 
42544 
YEAR 
1987-88 
38992 
48129 
1988-89 
45740 
56255 
1989-90 
54614 
66526 
Surplus (+)/ 
Deficit (-) -5888 -7776 -9137 -10515 -11912 
Capital Account; 
Receipts 
Disbursements 
Surplus(+)/ 
Deficit(-) 
16708 18529 22026 25673 30018 
16135 19014 18705 20800 28698 
+ 537 - 485 +3321 +4873 +1320 
III. Overall Surplus or 
Deficit 
-5315 -8261 •5816 •5642 -10592 
SOURCE : R.B.I., Report on Currency & Finance, 1988-89, 1990-91. 
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specially on interest payments and defence services 
and grants-in-aid to states and union territories. In 
1985-86 expenditure on these items were Rs. 7504 
crores, Rs. 7020 crores and Rs. 1638 crores 
respectively. On the other hand developmental 
expenditure were far less, of the total expenditure of 
Rs. 34772 crores developmental expenditure were Rs. 
14861 crores and non-developmental expenditure were 
Rs. 19911 crores. On the capital account there was 
surplus of Rs. 537 crores. In the capital account 
receipts were Rs. 16708 crores while expenditure were 
Rs. 16135 crores. On the expenditure side of capital 
account major share goes in the form of loans and 
advances which was Rs. 8162 crores, developmental 
expenditure were Rs. 6955 crores, while non-develop-
mental expenditure were Rs. 1018 crores. During the 
financial year of 1985-86 overall budgetary deficit 
were Rs. 5315 crores. This was mainly due to huge 
deficit on revenue account. 
In the financial year of 1986-87, above trend 
continues on revenue account, there was a deficit of 
Rs. 7776 crores on revenue account. This was due to 
whopping increase in Interest payments and defence 
services, expenditure on these items rose to Rs. 9237 
crores and Rs. 9179 crores respectively. Of the total 
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expenditure of Rs. 42544 crores non-developmental 
expenditure were Rs. 24389 crores and developmental 
expenditure were Rs. 18146 crores on the other hand 
there was also deficit on capital account of Rs. 485 
crores, which was due to increase in loans & advances 
to Rs. 10004 crores from Rs. 8162 crores in 1985-86. 
During this period overall budgetary deficit were Rs. 
8261 crores. The reason for this huge deficit was 
heavy expenditure on non-developmental sector in the 
revenue account. 
In the financial year of 1989-90 the deficit 
on revenue account rose to Rs. 11912 crores from Rs. 
9137 crores in 1987-88. During this period expenditure 
rose to Rs. 66526 crores from Rs. 48129 crores in 
1987-88, while receipts rose to Rs. 54614 crores in 
1989-90 from Rs. 38992 crores in 1987-88. The 
increasing trend in the non-developirental expenditure 
during this period continued. 
On the other hand, there was surplus on 
capital account which rose to Rs. 4873 crores in 
1988-89 from Rs. 3321 crores in 1987-88, but declined 
to Rs. 1320 crores in 1989-90. This decline was mainly 
due to loans and advances which rose to Rs. 16890 
crores in 1989-90 from Rs. 10544 crores in 1988-89. 
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Most of the loans and advances goes to states and 
U.T.s. During this period capital disburseir.ents rose 
to Rs. 28698 crores in 1989-90 from Rs. 20800 crores 
in 1988-89, while capital receipts rose to Rs. 30018 
crores in 1989-90 from Rs. 25673 crores in 1988-89. 
During this period overall budgetary deficit 
rose to Rs. 10592 crores in 1989-90 from Rs. 5642 
crores. This balooning budgetary deficit was due to 
increase in revenue deficit and decline in surplus on 
capital account. 
After analysing the above situation we are of 
the view that there was always rising deficit with the 
exception in 1988-89 during which there was large 
surplus on capital account. This is not good trend 
because of rising deficit on revenue account and most 
of it on non-developmental expenditure, will not 
favour in overall economic developmental of the 
country. Increasing expenditure on defence and on 
administration will not help in any way for the 
development of infrastructure in the country. On the 
other hand deficit on capital account will be helpful 
for the development . of the economy because most of 
the disbursements under this account goes to 
developmental sector and in the form of loans and 
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advances for developmental purposes to the states and 
union territories. 
V. Trends in Borrowing of the Govt, of India : 
The public debt of the govt, of India have 
been classified into three major groups : 
1. Internal Debt, 2. External Debt and 3. Other 
outstanding liabilities. 
Internal debt comprises market borrowings in 
the open market, compensation and other bonds, and 15 
years of annuity certificates. Internal debt also 
includes treasury bills issued by the govt, of India 
to the R.B.I., State Governments, Commercial Banks and 
other parties. It also includes special securities 
issued to R.B.I, and other loans. 
External debt includes loans taken by the 
Gcvt. of India against the ncn-negotiable, non-
interest bearing securities issued to International 
Financial institutions like the I.M.F., IBRD, IDA, 
ADB, etc. Besides the govt, of India has also raised 
loans in friendly countries outside India. 
The govt, of India is liable to repay, its 
outstanding liabilities against the various small 
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saving schemes. Public Provident fund contributions 
and Income tax annuity deposit schemes, depreciation 
and other Interest bearing reserve funds of 
departments like Railways, Post & Telegraphs, etc. 
Rapid Growth in the Public Borrowings : After 
analysing the table {B7) we find that there was an 
outstanding increase in the public debt of the Central 
Govt, during the entire period of 1985-86 to 1989-90. 
During this period total liabilities (Net) on the 
govt, of India rose to Rs. 267892 crores in 1989-90 
from Rs. 137184 crores in 1985-86. It was nearly 
doubled during this 5 year period. 
Of the total debt internal public debt of 
India has increased from Rs. 71039 crores in 1985-86 
to Rs. 133593 crores in 1989-90. Market borrowings 
forms the significant part of the internal debt as the 
rupee loans. These loans are generally terms loans and 
dated loans. Market Borrowings rose from Rs. 35240 
crores in 1985-86 to Rs. 62520 crores in 1989-90. 
Special Bearer Bonds, were placed at sale 
since 2nd Feb. 1981. Thus, Govt, of India has issued 
special Bearer Bonds. These bonds will be repaid after 
10 years from the date of sale and the holders will be 
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TABLE B7 
TRENDS IN BORROWING OF THE GOVT. OF INDIA FOR THE FINANCIAL YEAR 
OF 1986 TO 1990 
(Rs. in Crores) 
SL. 
NO. 
ITEM 
1986 
AS AT THE END OF MARCH 
1987 1988 1989 1990 
Liabilities of the Central 
Government: 
A. Public Debt (1+2) 
1. Internal Debt 
(a) Market Loans 
(b) Market Loans in course 
of repayment 
(c) Special Bearer Bonds 
(d) Treasury Bills 
(e) Compensation & other 
Bonds 
(f) Special Floating & other 
loans 
(g) Special Securities 
Issued to R.B.I. 
2. External Debt 
Of which loans from 
I.M.F. Trust Fund 
B. Small savings scheme 
C. Provident Funds 
1. State P.F.s 
2. Public P.F. 
3. Other accounts 
89192 
71039 
35240 
38 
964 
26014 
508 
3088 
5187 
18153 
464 
21449 
15410 
4001 
628 
10781 
106611 
86312 
40760 
48 
964 
19876 
467 
4330 
19867 
20299 
296 
24725 
20203 
4742 
763 
14698 
121869 
98646 
46623 
48 
964 
8028 
406 
5400 
37177 
23223 
116 
28358 
26170 
5603 
1041 
19526 
140244 
114498 
55115 
46 
964 
14339 
481 
6066 
36987 
25746 
-86 
33833 
34702 
6549 
1401 
26752 
161536 
133593 
62520 
46 
964 
25958 
580 
6244 
36881 
28343 
N.A. 
41791 
45272 
7657 
2018 
35597 
Contd... 2 
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CONTINUED TABLE B7 
SL. 
NO. 
D. 
1. 
2. 
ITEM 
Reserve Funds & 
Deposits 
Bearing Interest 
Non-Bearing Interest 
Total Liabilities 
(A to D) 
1986 
11433 
8574 
2859 
137484 
AS AT THE END OF 
1987 
15007 
9854 
5153 
166546 
1988 
19164 
6718 
12446 
195561 
MARCH 
1989 
20992 
7854 
13138 
229771 
1990 
19593 
8885 
10708 
268192 
Less: Amount due from 
Pakistan 
Net Liabilities 
300 300 300 300 300 
137184 166246 195261 229471 267892 
SOURCE : R.B.I., Report on Currency& Finance, 1988-89, 1990-91. 
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entitled to receive Rs. 12000 for every bond of 
Rs.10000 on maturity. The total amount under this head 
during the entire period was Rs. 964 crores. 
The loans raised through the treasury bills 
are of temporary or short-term in nature. Treasury 
bills are the major source of short-term funds for the 
Govt. to bridge the gap between revenue and 
expenditure. With the increasing demand for funds for 
investment under plans, the Govt. of India has 
resorted to heavy borrowing through the issues of 
treasury bills. The treasury bills are of two kinds. 
(i) Ad-hoc treasury bills by the Central Govt, to 
the R.B.I, 
(ii) Treasury bills sold to the public. 
The amount of debt as a result of treasury 
bills has declined from Rs. 26014 crores in 1985-86 to 
Rs. 8028 crores in 1987-88 but further rose to Rs. 
25958 crores in 1989-90. 
Special floating loans and other loans rose 
continuously during this period. It rose to Rs. 6244 
crores in 1989-90frcm Rs. 3088 crores in 1985-86. 
Special securities issued to the R.B.I, are 
also non-negotiable, non-interest bearing. The Govt. 
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is liable to pay the amount at the call of the R.B.I. 
Therefore, such borrowings are short-term or temporary 
in nature for not more than 12 months or a financial 
year. The amount of debt as a result of such borrowing 
is estimated at Rs. 36881 crores in 1989-90 which was 
Rs. 5187 crores in 1985-86. 
In India external assistance has taken in 
several forms. The Govt, of India has raised loan 
through the issue of non-negotiable, non-interest 
bearing securities to the international financial 
institutions such as IMF, IBRD, IDA, and ADB etc. 
Besides the Govt, of India has also raised loans in 
friendly countries outside India. 
The total external debt of India increased 
from Rs. 18153 crores in 1985-86 to Rs. 28343 crores 
in 1989-90. 
There are certain outstanding liabilities of 
which the Govt, is liable to make repayments. Hence, 
these outstanding liabilities are taken as debt upon 
the Govt, under this head small savings as a source of 
borrowing of the Govt, has a special significance, 
particularly for growth-seeking and inflation 
sensitive economy. The greater the contribution of 
small saving to the Govt.'s borrowing, the better it 
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is for the economy to maintain monetary stability. The 
instrument through which the Govt, of India collects 
small savings in India are the Post-office savings. 
Bank Deposits, cumulative Time deposits. National 
Saving Certificates and 6 years National Saving 
Certificates. The outstanding small saving increased 
from Rs. 21449 crores in 1985-86 to R s. 41791 crores 
in 1989-90. 
The Govt, of India has certain outstanding 
liabilities as a result of Provident Fund 
contributions the transactions under this head related 
to : 
(a) State Provident Fund contributions, 
(b) Public Provident Fund. 
The total outstanding liabilities which the 
Govt, is liable to repay on account of Provident Fund 
contributions. State and Public Provident Fund was of 
the order of Rs. 15410 crores in 1985-86, these 
liabilities increased to Rs. 45272 crores in 1989-90. 
It rose to nearly three times during the entire 
period. 
Reserve Funds and Deposits consists of 
deposits under the Income Tax annuity deposits scheme 
-143-
and deposits under the special deposits schemes etc. 
Besides, it also consists of deposits of local funds 
and civil deposits, and unclaimed balance of old loans 
which have ceased to bear interest from the date of 
discharge the liabilities as a result of Reserve Funds 
& Deposits was of the order of Rs. 11433 crores in 
1985-86, which has increased to Rs. 19593 crores in 
1989-90. 
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CHAPTER-V 
FISCAL TRENDS IN INDIAN ECONOMY FROM 1990-91 TO 1995-96 
Introduction : 
In the early 1991, a major economic crisis 
surfaced in India. In the event, worsening fiscal 
deficits and the gulf war of 1990 brought the nation 
to the brink of international default. In response of 
the crisis the Govt, decided to introduce macro-
economic reforms. This chapter discusses the nature of 
this economic crisis, specially fiscal crisis (Part 
I). Macro-economic Reforms in the form of fiscal 
Adjustment (Part II); trends in tax revenues (Part 
III), trends in public expenditure (Part IV); and 
trends in debt obligation of the Govt, of India are 
taken up in the final section (Part V). 
I. Economic Crisis : 
The eighties were a period of buoyant 
economic performance, the average growth rate for the 
decade being higher than that for any past decade, 
yet, when oil prices doubled within a few weeks 
following the Iraqi invasion of Kuwait in Aug. 1990, 
the country very quickly slipped into the worst 
economic crisis. 
-147-
At the turn of the decade into the nineties, 
serious action on the fiscal front was urgently 
needed to correct the macro-economic imbalances which 
would have otherwise destabilised the visible gains on 
the production front. An increasing erosion of 
confidence in the government's ability to manage the 
economy led to a drying up of the market for external 
commercial loans in 1990-91. The period from Aug. 1990 
to May 1991 also saw a series of step reductions in 
the international credit rating of India. 
In the face of a deteriorating balance of 
payments situation, the R.B.I, resorted in the second 
half of 1990-91 to sharp contractionary measures 
through the use of monetary and credit policy 
instruments. While steep cash margins and high 
interest rates on import finance and export credit 
were directly aimed at import compression and 
accelerating the realisation of export proceeds, 
increases in interest rates on deposits and loans were 
also attempted to help curb the overall absorption in 
the economy. 
Notwithstanding the import compression 
measures and the large drawings from the IMF amounting 
to $ 2.4 billion in July 1990 and Jan. 1991, there was 
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a sharp reduction in the foreign exchange reserves 
during 1990-91. As of July 1991, their level at a 
little over $ 1 billion was barely sufficient to 
finance imports for a mere fortnight. As inflation 
accelerated to 14% and foreign exchange reserves 
dwindled, international default by India seemed a real 
possibility. 
The Emergence of a fiscal Imbalance : 
The fiscal situation, which was under strain 
throughout the 1980s, reached a critical situation in 
1990-91 with a sharp deterioration in the revenue 
deficit. Fiscal deficits generate pressures on 
2 
inflation as well as on the balance of payments. The 
gross fiscal deficit of the central government, which 
measures the total resource gap, has been more than 8% 
of GDP since 1985-86, as compared with 6% at the 
beginning 1980s and 4% in the mid 70s. Such fiscal 
deficits are unsustainable and would lead the country 
into a debt trap. The unabated growth of non-plan 
expenditure and poor returns from investments made in 
the public sector have been the main contributing 
factors in the fiscal crisis. 
Throughout the 1980s, all the important 
indicators of fiscal balance were in the rise. There 
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are the conventional budgetary deficit, the revenue 
deficit, the monetised deficit and the gross fiscal 
deficit. The budgetary deficit was 2.1% of GDP in 
1990-91 as against 0.9% in 1981-82 (Table CI), 
similarly the revenue deficit had risen from 0.2% of 
GDP in 1981-82 to 3.5% in 1990-91. However, the most 
disquieting development was a stegprise in the gross 
fiscal deficit. From 4% of GDP in the mid 1970s, it 
rose to more than 8% of GDP since 1985-86. Such a 
fiscal situation has become unsustainable, interest 
payments on accumulated debts constitute about 24% of 
the total expenditure of the central government. The 
government thus could not persist with its policy of 
growing reliance on borrowings to meet steadily 
increasing fiscal deficit to which unchecked growth of 
non-plan revenue expenditure was the major 
contributing factor. 
The fiscal imbalance has also set the economy 
on a medium-term path of stagflation cilong with a 
severe balance of payments problem, growing revenue 
deficits, combined with losses of public enterprises, 
have constrained the acceleration of public 
3 investment. 
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II. Macro-economic Management : 
While the situation was bad enough in the 
first quarter of 1991 itself, the delay in the 
presentation of the regular budget for 1991-92 delayed 
the introduction of major adjustment policies. The 
interest in budget presented to Parliament in March, 
1991 did aim at a substantial reduction in fiscal 
deficit, but because of its interim nature, it did not 
contain major policies to ensure realisation of the 
projected reduction. 
The regular budget for 1991-92 took a bold 
step in the direction of correcting the fiscal 
imbalance. The Budget laid stress on Fiscal Adjustment 
being supported by essential reforms in economic 
policy & management. While it contained proposals for 
raising additional revenue, most of the reduction in 
fiscal deficit was sought to be achieved through 
reduction in non-plan expenditure. For correcting the 
fiscal imbalance, macro economic policy initiatives 
are briefly listed below : 
(a) Reduction in the fertiliser subsidy by 
increasing the average prices of fertilisers 
by 30% (except for marginal and small 
farmers). 
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(b) Abolition of cash compensatory support for 
exports. 
(c) Abolition of subsidy on sugar distribution 
through the PDS. 
(d) Offering of upto 20% of Government equity in 
selected public sector undertakings to mutual 
funds and investment institutions in the 
public sector. 
(e) A 20% increase in the prices of motor spirit, 
domestic LPG and aviation turbine fuel for 
domestic use. 
(f) Adjustment of tax rates to yield an additional 
net revenue of Rs. 2005 crores to the 
4 
centre. 
As a part of the Government policy to supple-
ment fiscal Adjustment by structural reforms in 
economic policy and management, the Government 
initiated steps after the presentation of the budget 
to priorities the activities and schemes both on plan 
and non-plan side to identify those which could be 
eliminated or reduced in size. 
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The macroeconomic imbalance, fuelled by the 
budget deficit and financed by the external borrowings 
and the decumulation of reserves, was accompanied by 
accelerated inflation to double digit levels. Evident, 
a stabilization programme, reserving the growth in the 
budget deficit and tightening monetary policy, was 
called for. Thus, the reforms initiated by the P.V. 
Narasimha Rao Government sought to do. 
Fiscal Adjustment : 
The trends in various indicators of fiscal 
imbalance since 1975-76 are given in Table (CI). 
Reduction of fiscal imbalances has been a major 
objective of Government policies since the start of 
the stabilization and reform programme in July 1991. 
The Central Government fiscal deficit, which 
if not corrected would have exceeded 10% of GDP, was 
reduced to 5.9% of GDP in 1991-92 and 5.7% of GDP in 
1992-93. However, it increased to 7.7% of G.D.P. in 
1993-94 against a target of 4.7%. This was the result 
of expenditure overruns and a tax revenue short fall 
due to stagnant industrial output. Imports were lower 
than expected and consequently revenues from excises 
and import tariffs were 1% of GDP below the budget 
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TABLE CI 
CENTRAL GOVERNMENT DEFICIT (PERCENT OF GDP AT CURRENT MARKET PRICES) 
Year BUDGET REVENUE G. PRIM. G. FISC, 
DEFICIT DEFICIT DEFICIT DEFICIT 
1975-76 
1981-82 
1985-86 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
1995-96 
(R.) 
(B.) 
0.5 
0.9 
2.0 
2.4 
2.4 
1.2 
2.0 
1.5 
0.7 
0.5 
1.1 
0.2 
2.2 
2.6 
3.5 
2.6 
2.6 
4.1 
3.6 
3.4 
2.5 
3.4 
5.5 
3.9 
4.3 
1.6 
1.3 
2.9 
1.8 
0.5 
4.1 
5.4 
8.3 
7.9 
8.3 
5.9 
5.7 
7.5 
6.5 
5.5 
B : Budget Estimates, 
R : Revised Estimates. 
Source : Government of India, Ministry of Finance, Economic Survey, 
1995-96, New Delhi, 1996. 
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f©recasts Considerably stronger external accounts 
suggested, however, that fiscal imbalances were not a 
short-term threat to macroeconomic stability. Thus the 
Government decided to moderate the pace of fiscal 
adjustment to stimulate the economy and set relatively 
modest fiscal deficit target of 6% of GDP for 1994-95. 
But according to revised estimates it was 6.5%. For 
1995-96 it was budgeted to 5.5% of GDP, while 
according to revised estimates it rose to 5.9% of 
G.D.P. 
Between 1990-91 and 1995-96, the fiscal 
deficit would have declined by 2.8% of GDP. Reduction 
in fiscal deficit is due to a 3.2% decline in total 
expenditure. The decline of the fiscal deficit is lower 
than the decline in the total expenditure because 
revenue receipts including non-debt capital receipts 
have declined by approximately 0.5% of GDP over the 
same period. However, a better measure of success 
achieved in fiscal consolidation is the primary 
deficit. The Primary deficit declined from 4.3% of GDP 
in 1990-91 to 0.5% of GDP in 1995-96 (B.E.) a decline 
of 3.8% of G.D.P. 
The finances of the central Government, which 
had reached a critical stage in 1990-91, have 
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registered a substantial improvement since then. In 
India, fiscal imbalance has been caused mainly by 
imprudent increase in public expenditure. Therefore, 
reduction in the fiscal deficit - GDP ratio is to be 
5 
brought about by containing public expenditure. The 
expenditure of the central Government which was 19.7% 
of G.D.P. in 1990-91 budgeted to decline to 16.5% in 
1995-96, the expenditure would have declined by 3.2% 
of GDP most of this (2.6% of G.D.P.) decline is due to 
a decline in the non-plan expenditure, which declined 
from 14.4% of GDP in 1990-91 to 11.8% in 1995-96 
(B.E.). 
Although for the purpose of fiscal adjustment 
containment of the Government expenditure should 
receive overriding priority, some effort at additional 
resource mobilisation through tax and non-tax sources 
may also be necessary. The planning commission has 
stated, the required additional revenues may have to 
be generated by a judicious mixture of broadening the 
tax base, rationalising the tax rates and through 
6 
non-tax sources. 
However, revenue receipts have declined from 
10.3% of GDP to 9.6% of GDP during this period, 
(1990-91 to 1995-96). However, the decline has been 
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offset to some extent by increase in the non-debt 
capital receipts by 0.2% of G.D.P. Non-Tax revenue has 
also increased from 2.2% of GDP in 1990-91 to 2.5% in 
1995-96 (B.E.). Revenue deficit rose to 4.1% of GDP in 
1993-94 from 2.6% in 1991-92, further it declines to 
3.6% of GDP in 1994-95 and budgeted to decline to 3.4% 
in 1995-96. 
Budget deficit projected to decline to 0.5% of 
GDP in 1995-96 from 2.4% of GDP in 1989-90. 
Thus, after the above discussion we can say 
that, the fiscal situation which was on the verge of 
collapse by the middle of 1991, was sought to be put 
back on the rails through policy initiatives taken by 
the Government in July 1991 budget. The deficit 
multiplied over several years can not be eliminated in 
a single year. Hence, the need to continue with the 
policy of fiscal consolidation can not be over 
emphasised. The process to restore macro-economic 
stability has been launched. The New Government intend 
to continue fiscal stabilisation and the Finance 
Minister Mr. P. Chidambaram has announced the 
intention to further reduce the fiscal deficit to 4% 
of G.D.P. within two or three years. 
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III. Trends in Tax Revenue of the Government of India; 
We now turn to the revenue aspects of the 
fiscal policy, starting with an analysis of the tax 
system. In terms of both the level of taxes and their 
growth, the performance of India's tax system has been 
quite satisfactory. The tax ratio rose from 9% of GDP 
in the early sixties to as much as 17% in 1990-91. 
However, three disconcerting features must be noted : 
(a) the tax ratio has been stagnant since the 
mid-eighties, 
(b) the increase in the tax ratio has been 
accompanied by a significant increase in the 
share of indirect taxes and 
(c) the tax system has been inequitous and has 
caused serious distortions in the incentives 
structure and investment decisions. 
Instead of increasing alongwith growth in 
incomes, the share of direct taxes has declined 
steadily from about 30% in the early sixties to just 
14% in 1989-90. The share of custom duty, in contrast, 
increased from about 14% in the early sixties to over 
23% by 1989-90. This too is quite different from the 
usual pattern of a steadily declining share of 
7 international trade taxes as development proceeds. 
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Like in other developing countries, the 
establishment of a broad-based, simple and neutral tax 
system in India is constrained by the existence of a 
large traditional economic sector and low literacy 
level. In addition of these, 'the requirement of large 
resources for plan financing, the pursuit of multiple 
objectives through tax policy and the tax arrangements 
of a federal set-up have also had to be accommodated 
in the Indian tax structure. The resulting tax system 
g 
is extremely complicated. 
Many of these problems have been recognised by 
the Tax Reforms committee which was constituted under 
the chairmanship of Raja J. Chelliah in 1991 to 
examine the existing tax structure in the country and 
make appropriate recommendations to reform it. 
The Report have concentrated on broadening the 
tax base, levying lower and less differentiated tax 
rates. Simplifying the tax structure, exempting the 
tax on inputs and strengthening tax administration and 
enforcement regarding the revenue objective, the 
committee postulated that the reforms, should be fully 
or atleast, nearly revenue neutral in their totality, 
however, the system should become more income 
9 
elastic. 
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Salient Features of The Tax Reforms : 
The guidelining principles which the coinmittee 
setup are as follows : 
(i) a tax system that would be economically 
rationale simple and stable, 
(ii) it would have moderate rates with broader 
bases, acceptable to tax payers, be 
progressive but not such as induces evasion, 
(iii) reduction of all the major taxes, viz, 
customs, income tax and central excise, 
widening of their base by removing or 
curtailing exemptions and concessions. 
(iv) drastic simplification of the laws and 
procedures, replacement of the existing taxes 
on domestic production and trade by a value 
added tax, and 
(v) a thorough revamping and modernisation of the 
administration. 
Overall tax reforms since July 1991 have 
helped in correcting the imbalance in the structure of 
revenue sources. Direct taxation is the most equitable 
and efficient form of raising revenue. Prior to 
reforms high tax rates in the realm of direct taxation 
did not.yield high collections. It is noteworthy that 
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the share of direct taxes in GDP rose from 2.1% in 1990-
1991 to an estimated 2.9% in 1995-96. 
Several of the recommendations of the Tax 
Reform committee have been implemented while action on 
some, especially on the administration front is 
underway. 
Trends in Growth of Tax Revenues : 
Data on tax revenues of the Government (Centre 
& States taken together) for the years 1985-86 to 
1994-95 are set out in (Table C2) . The table also 
gives the figures of GDP for each of the years covered 
along with their growth rates. 
Computations based on these data show that 
aggregate tax revenues of the Government registered a 
growth of around 12.4% during the first four years of 
reforms, as compared with 15.5% during 1985-86 and 
1990-91. Thus, revenue growth started declining even 
before the reform measures started coming. It should 
be noted that there was a drop in the GDP growth 
during the reference period. But the decline in 
revenue growth after the reforms cannot be explained 
entirely by the slump in output growth. In fact, the 
gap between the growth rates of revenue and GDP seems 
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TABLE C2 
TOTAL TAX REVENUE OF THE GOVERNMENT (CENTRE & STATES) AND 
ITS RATIO TO GDP 
YEAR 
1985-86 
1986-87 
1987-88 
1988-89 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 (R.E.) 
TAX REVENUE 
(RS.CRORE) 
43267 
49539 
56976 
66925 
77692 
87723 
103198 
114165 
121960 
144371 
GDP AT 
CURRENT 
MARKET 
PRICES 
(RS.CRORE) 
262243 
292949 
333201 
395782 
456821 
532030 
615655 
705328 
801032 
945615 
RATIO OF TAX 
REVENUE TO GDP 
16.50 
16.91 
17.10 
16.91 
17.00 
16.49 
16.76 
16.19 
15.22 
15.26 
Source : Government of India, Ministry of Finance, Economic 
Survey of India, Various Issues. 
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to have widened with the reforms. This shows up also 
in the decline in the tax/GDP ratio. During 1980's the 
ratio of total tax revenue to GDP had moved up from 
14.6% in 1980-81 to 17.1% in 1987-88, but declined to 
16.49% in 1990-91. There was a slight recovery in 
1991-92, but the ratio dipped again to 15.22% in 
1993-94, while it slightly increased to 15.26% of GDP 
in 1994-95. 
Trends in gross tax revenue of the Central Government; 
Table C3 shows the gross revenues of the 
centre under direct and indirect taxes. The table also 
gives their growth rates during the two sub-periods of 
1985-86 to 1990-91 and 1990-91 to 1995-96. A 
remarkable feature of the centre's revenue trends in 
the reform years broughtout by the table is the jump 
in the growth of direct taxes from 13.94% in the first 
sub-period the growth of corporation tax rose to 
26.54%. Personal income tax has also shown great 
buoyancy in the reform period, growing at nearly 22% 
annually on an average as compared to 17.9% during 
1985-86 to 1990-91. 
The leap in revenue from direct taxes, 
however, has not been able to neutralise the decline 
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that has taken place in the indirect taxes. Revenue 
growth from customs and excise, which together 
accounted for over 75% of the gross tax revenue of the 
centre until recently has dropped to a mere 3.12% and 
9.7% respectively following the reforms as against 
16.6% and 14.2% during 1985-86 to 1990-91. Revenue 
growth from indirect taxes had started declining even 
before the reforms but the decline has been sharper in 
the last three years while all this has brought about 
a decline of more than 1% in the centre's revenue GDP 
ratio as noted earlier, there has been a noticeable 
shift in the tax structure at least at the centre. 
Change in the Tax Structure : 
Going by the budget estimates for 1995-96, the 
share of direct taxes in the centre's gross tax 
revenue has gone up from barely 19.1% in 1990-91 to 
29.2% in 1995-96 (Table C4), correspondingly there was 
a decline in the share of indirect taxes from 78.9% in 
1990-91 to 70.6% in 1995-96. Customs revenue now forms 
less than 30% of the total tax revenue as compared to 
35.9% in 1990-91. The two key aims of the reforms, 
viz., reducing the weight of custom duties and 
increasing the weight of direct taxes are evidently 
materialising. 
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TABLE C4 
SHARE OF DIRECT & INDIRECT TAXES IN GROSS TAX REVENUE OF THE CENTRAL 
GOVERNMENT (%) 
I i ii II 1 11 
YEAR DIRECT CORPO- INCOME INDIRECT CUSTOM EXCISE 
TAXES RATION TAXES 
1990-91 19.1 9.3 9.3 78.9 35.9 42.6 
1991-92 22.6 11.7 10.0 75.5 33.0 41.7 
1992-93 24.3 11.9 10.6 73.7 31.9 41.3 
1993-94 26.8 13.3 12.0 71.6 29.3 41.8 
1994-95 (R.E.) 28.4 14.7 12.2 71.4 29.4 41.1 
1995-96 (B.E.) 29.2 14.9 13.0 70.6 28.4 41.2 
Source : Government of India, Ministry of Finance, Economic Survey of 
India, 1995-96, Delhi, 1996. 
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TABLE C5 
RATIO OF GROSS TAX REVENUE OF THE CENTRAL GOVERNMENT TO GDP (%) 
I 1 11 II 1 11 
YEAR DIRECT CORPO- INCOME INDIRECT CUSTOM EXCISE 
TAXES RATION TAXES 
1990-91 2.1 1.0 1.0 8.5 3.9 4.6 
1991-92 2.5 1.3 1.1 8.3 3.6 4.6 
1992-93 2.6 1.3 1.1 7.8 3.4 4.4 
1993-94 2.5 1.3 1.1 6.8 2.8 4.0 
1994-95 (R.E.) 2.7 1.4 1.2 6.8 2.8 3.9 
1995-96 (B.E.) 2.9 1.5 1.3 7.0 2.8 4.1 
Source : Government of India, Ministry of Finance, Economic Survey 
of India, 1995-96, Delhi, 1996. 
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The rise in the share of income tax has, 
however, not sufficient to make up fully for the loss 
from the tariff reforms. The base being low, even a 
nearly 25% increase in revenue per year could not 
prevent the fall in the centre's tax ratio from 10.8% 
to GDP in 1990-91 to 9.9% of GDP in 1995-96. A rise of 
0.8% in the ratio of direct taxes to GDP evidently 
could not match a fall of 17.1% in that of centre's 
indirect taxes to GDP (Table C5). 
In sum, reforms so far have succeeded in 
making a small dent on India's tax structure by 
reducing the weight of customs duties from 19.1% in 
1990-91 to 29.2% in 1995-96. The shift away from 
foreign trade taxes appears to have taken at the cost 
of overall revenue growth, with clear drop of more 
than 1% in the tax GDP ratio. The rise in the relative 
share of direct taxes has resulted partly from the 
12 decline in the revenue from customs. 
IV. Trends in Expenditure of the Government of India: 
It is this progressive acceleration of 
Government expenditure growth which has led to the 
emergence of a fiscal crisis despite a steady increase 
in the tax/GDP ratio, during late 1980s, which 
exceeded the long-term fiscal policy targets in every 
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of the seventh five year plan. Strategies for 
resolving the fiscal crisis will therefore have to 
focus on compressing the growth of public expenditure. 
It is interesting to note in this context that during 
the past four decades of economic planning, much of 
the literature on public finance in India was 
pre-occupied with question of resource mobilisation. 
Relatively little attention was paid to the growth, 
13 
allocation or efficiency of public expenditure. 
In addressing the question of expenditure 
growth and its containment it is useful to proceed 
from trends as observable in the economic 
classification of Government expenditure. The burden 
of international experience suggest that this is best 
served through expenditure policies rather than 
revenue measures. 
Growth in Public expenditure is a natural 
concomitant of the growing share of public sector 
activity in the economy as well as increased 
administrative expenditure on the maintenance of law 
and order, defence, provision of social & community 
services to backward sections of the society etc. The 
total Government expenditure as a percentage of GDP, 
has recorded a significant increase. 
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Growth of the Public Expenditure : 
With the expansion in the activities of the 
Government during the planning period has resulted in 
a spectacular rise in the public expenditure. When we 
estimate the rise in public expenditure at current 
prices, it looks quite impressive. In 1950-51 the 
total public expenditure in both revenue and capital 
accounts was Rs. 900 crores. It rose to Rs. 7843 
crores in 1990-91 and by 1994-95 it was accounted at 
Rs. 304335 crores comparing the expenditure with 
National Income we find that the public expenditure's 
ratio to the national income has risen rapidly during 
1950-51 to 1989-90. During this period the ratio of 
public expenditure to the national income rose from 
9.4% in 1950-51 to 44.3% in 1989-90. However, 
thereafter, its share to national income declined 
slightly to 40.9% in 1994-95. This decline was the 
result of the Government measures to contain growth of 
public expenditure. 
Clearly, while an attempt is made to contain 
the growth of total expenditure, the shares of 
redistributive package and capital expenditure on 
essential infrastructure must be raised. The obvious 
candidates for overall expenditure compression are 
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TABLE C6 
GROWTH OF PUBLIC EXPENDITURE (CENTRE, STATES & U.T.s) & 
ITS SHARE TO NATIONAL INCOME 
YEAR TOTAL EXPENDITURE 
AT CURRENT PRICES 
(RS. IN CRORE) 
RATIO OF PUBLIC 
EXPENDITURE TO NATIONAL 
INCOME (%) 
1950-51 
1970-71 
1980-81 
1989-90 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
900 
7843 
36845 
158107 
176548 
199370 
234647 
258459 
304335 
9.4% 
25.7% 
32 .4% 
4 4 . 3 % 
42 .2% 
41 .6% 
41 .2% 
41 .2% 
40 .9% 
Source : Government of India, Ministry of Finance, 
Economic Survey of India, Various Issues. 
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therefore the three main items of revenue expenditure 
which account for about 70% of total Government 
expenditure, i.e. major subsidies, interest payments 
14 and compensation to Government employees. 
In the revenue account, developmental 
expenditure has risen rapidly due to accelerated 
increase in the amount of subsidies. The central 
Government expenditure on subsidies was 3.28% of the 
national income in 1989-90 as against 1.7% in 1980-81. 
However, as part of fiscal correction efforts it is 
now being reduced. The major subsidies presently are 
on food, fertilizers and exports. The Government is 
now attempting to reduce the fertilizer subsidy. 
Fiscal Adjustment Programme and Expenditure of the 
Central Government : 
According to study of CEM (on economic 
development in India), there is not much scope for 
expenditure compression in fiscal correction, fiscal 
adjustment should minimise the burden on the poor and 
therefore should not reduce public expenditures on 
human resource development and targetted antipoverty 
programmes. Some scope for reducing food and 
fertilizer subsidies and readjusting oil prices is 
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recognised, but the corrective measure is seen to be 
primarily in continued reliance on tax reforms to 
improve revenue productivity and more aggressive 
privatisation with the proceeds earmarked to retire 
the debt burden. Non-interest expenditures already 
have borne the burnt of fiscal adjustment and not much 
15 
room IS left for further reductions. 
The World Bank's attempt to take stock of the 
achievements, identify future challenges and to 
prescribe the policies to meet those challenges is 
opportune. After four years of fiscal reforms, the 
fiscal deficit as a proportion of GDP was reduced from 
8.4% in 1990-91 to 6.7% in 1994-95 (Table Cl), while 
the Governmental dissaving actually showed a marginal 
increase. This was achieved mainly by reducing capital 
expenditures from 6% of GDP to 4.3% during this period 
(Table C7). The analysis of the expenditure trends 
since 1990-91 (Table C7) shows that while capital 
expenditures were clearly crowded out, there has not 
been any significant changes in the level of non-
interest current expenditures. The decline in the 
expenditure - GDP ratio from 9.8% in 1990-91 to 8.7% 
in 1994-95 was mainly due to the abolition of the 
exprot subsidy following the 1991 devaluation and 
partly due to the lower grants given to the states. 
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TABLE C7 
EXPENDITURE OF THE CENTRAL GOVERNMENT (% OF GDP) 
I 1 11 II 
YEAR TOTAL REVENUE INTEREST NON- CAPITAL 
EXPENDITURE EXPENDITURE PAYMENT INTEREST EXPEN-
PAYMENT DITURE 
1990-91 
1991-92 
1992-93 
1993-94 
1994-95 
19.8 
18.3 
17.4 
18.0 
17.0 
1995-96 (B.E.) 16.5 
1 3 . 8 
1 3 . 5 
1 3 . 1 
1 3 . 8 
1 3 . 5 
1 3 . 1 
4 . 0 
4 . 4 
4 . 4 
4 . 7 
4 . 8 
5 . 0 
9 . 8 
9 . 1 
8 . 7 
9 . 1 
8 . 7 
8 . 1 
6 . 0 
4 . 8 
4 . 2 
4 . 3 
4 . 3 
3 . 4 
Source : A World Bank Country Study; Economic Development in India, 
Achievements & Challenges, World Bank, Washington, 1996. 
-167-
There has been hardly any significant compression of 
revenue expenditures on centre's own account. Table C7 
clearly shows that expenditure on interest payment 
rose from 4.0% of GDP in 1990-91 to 4.8% of GDP in 
1994-95. The share of total expenditure to the GDP has 
declined slightly from 19.8% in 1990-91 to 17.00% in 
1994-95. Decline was mainly due to a sharp decline in 
the share of capital expenditure from 6.0% in 1990-91 
to 4.3% in 1994-95. Revenue expenditure during this 
period declines marginally and it was due to an 
increase in the interest payments. 
The growth of revenue expenditure has 
outstripped even the growth of total revenue has 
failed to keep pace with revenue expenditure due to 
the poor flow of non-tax revenues. 
The scenario on the expenditure front has 
deteriorated over the years. The tax reforms committee 
had stressed that control over the growth of public 
expenditure is a pre-requisite for the success of tax 
reforms and there has been a marginal attempt to rein 
in the growth of expenditure. The trend growth rate of 
central Government expenditure during 1985-86 to 
1990-91 (the pre-reforms period) for instance was 
13.66% and from 1990-91 to 1995-96 (the reforms 
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period) this has fallen to 11.45%. However, it is the 
composition of these expenditures which is proving to 
be constant fiscal policy and the expenditure 
management and reforms commission to be set up will 
have to deal with these harder issues in the interests 
of the promotion of fiscal stability. Current transfer 
payments averaged 30.11% of total central Government 
expenditures in the pre-reform period. In the reforms 
period this component of expenditures has mushroomed 
with the figures being 35.88% in 1990-91 and 40.55% 
budgeted for 1996-97. The increase in expenditure on 
interest payments & subsidies has been at the cost of 
capital expenditures which is the growth promoting 
component of Government expenditure. 
Capital expenditures as a proportion of 
Central Government expenditures had averaged 32.62% in 
the pre-reforms period and decline sharply from 30.18% 
in 1990-91 to a budgeted 20.49% in 1996-97. As 
interest payments are a major part of transfer 
payments they amount to 72.28% of transfer payments in 
1996-97 the bite will have to be centred on subsidies 
and grants to states in order to curtail this 
component. 
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V. Trends in Outstanding Liabilities of the Government 
of India : 
Expenditures of the Government have increased 
rapidly during recent decades particularly because the 
role of the state in economic activities has increased 
rapidly. However, there are limits to which revenues 
from taxes can be raised to meet these increasing 
expenditures. In these circumstances it is not 
difficult for the Government to mobilise resources 
through public borrowings. 
Historically public debt as a ratio to GDP 
generally increased during abnormal circumstances 
mainly during war but also during other abnormal 
conditions like famine, and political instability and 
either declined or stabilised during normal 
17 conditions. 
If public debt-GDP ratio grows in abnormal 
conditions and stabilises during normal conditions, 
then public debt may be regarded as a temporary 
disequilibrium in Government Finance. The current 
world-wide debt upsurge is however, not a consequence 
of war or other abnormal conditions. Except in tew 
countries it has grown during more or l^ss normal 
.70-
cjrcumstances. Economists are yet unable to agree on 
the causes and consequences, of this peace time debt 
explosion. 
In India the complacent attitude to Government 
budget deficit and the resultant growth in public debt 
was based on the assumptions that borrowed funds would 
be used only for capital purchases and that the 
resultant investments would yet yield adequate direct 
or indirect returns. The assumptions were often not 
fulfilled in practice. The fiscal crisis and the 
attendant exponential growth of public debt has risen, 
not merely because of revenue expenditures running 
ahead of current revenues, but also because capital 
expenditures financed by borrowing have not been 
18 productive of adequate returns. 
Growth of Outstanding Liabilities : 
The continuous and rapid growth of outstanding 
liabilities in India during the 1980s is only a 
manifestation of deepening fiscal crisis that has over 
taken the country. Public debt has grown very fast 
during the 1980's - both absolutely and in relation to 
GDP. The total debt of the Government of India, 
according to budgetary figures, grew from Rs. 59749 
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crores at the end of 1980-81 to Rs. 268192 crores at 
the end of 1989-90. From this level, it grew rapidly 
to Rs. 541629 crores at the end of 1994-95, and, 
further, budgeted to increase to Rs. 600329 crores in 
1995-96. Increasing resort to borrowings over the 
years has led to a continuous debt. As a proportion of 
GDP, this meant a rise from 43.9% in 1980-81 to 59.1% 
in 1989-90, further a decline to 57.0% in 1993-94. 
Table C8, shows that the nominal value of 
total liabilities of Government of India has increased 
more than 10 times between 1980-81 and 1995-96, and 
most of the increase is on account of internal 
liabilities. The ratio of external debt to GDP at 
current market prices declined almost steadily from 
8.3% in 1980-81 to 5.2% in 1995-96. The ratio of 
internal liabilities to GDP has increased rapidly 
during 1980-81 to 1989-90, from 35.6% in 1980-81 to 
52.8% in 1989-90, but declined to 51% in 1992-93, 
further increased to 53.8% in 1993-94, and once again 
declined to 51.9% in 1994-95. So, there was a 
fluctuation in its growth. 
Table, shows that internal borrowing 
registered a sharp increase in 1980s. This was due to 
a combination of revenue deficits and poor returns on 
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assets financed by capital receipts. Liabilities did 
decline marginally to 51.0% in 1992-93. Further it 
rose to 53.8% in 1993-94. These liabilities declined 
from 53.8% of GDP in 1993-94 to 51.9% of GDP in 
1994-95. The decline in internal liabilities was 
mainly because of the decrease in internal debt from 
30.7% of GDP in 1993-94 to 29.0% in 1994-95. Other 
internal liabilities consisting of small savings and 
provident funds etc. registered a smaller decrease 
from 23.1% of GDP in 1993-94 to 22.9% of GDP in 
1994-95. 
External liabilities are shown in the budget 
are converted at the exchange rate prevailing in March 
of the year in which they are incurred. The ratio of 
these liabilities to GDP has come down from 8.3% in 
1980-81 to 5.4% in 1994-95. However, if we will 
convert them at current end of the year exchange 
rates, the burden of the external debt will be 
reflected fully. 
Public debt in India is now rising at much 
faster rate, though there was a little fluctuation as 
a ratio of GDP during 1990-91 to 1995-96, yet, they 
are increasing rapidly. The bulk of public debt in 
India is incurred by Government of India from domestic 
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private sector. Government of India internal debt/GDP 
ratio is now over 50%. A better step to contain debt 
GDP ratio would be to raise tax GDP ratio and contain 
a rising public expenditure ratio. The interest rate 
on public debt of Government of India, which has risen 
in the recent years, would also have to be reduced. 
Finally a curb on growth of non-productive public 
expenditure is necessary to contain debt/GDP ratio 
with in a critical level. 
In sum, we can say that, India needs reforms 
that are growth inducing to lessen the initial shocks. 
As I.MD little observes that, levels of current public 
spending and deficits are unsustainable. This is not a 
long term problem, since present fiscal deficits will 
soon bring debt to levels that threaten stability and 
a loss of credit worthiness. They are currently 
threatening growth. In order to contain inflation, the 
Government is borrowing heavily on the market rather 
than printing money. This forces up interest rates to 
levels which reduce investment. There is too much 
monetary restraint because there is not enough fiscal 
19 
constraint. 
The small curtailing of the fiscal deficit has 
been achieved by restricting public investment, not 
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current expenditure, yet public infrastructure 
investment must rise. There is little or no possibi-
lity of rapidly raising revenue as a percentage of 
GDP. This implies that it is the current revenue 
deficit that is the villain of the piece. This deficit 
must be reduced by cutting current expenditure as a 
percentage of GDP. That implies reducing subsidies, 
public employment. Public enterprises losses must also 
be reduced, by privatisation where necessary. 
However, the achievements of the past five 
years are impressive, and will lead to higher growth 
of the economy. But many further reforms which would 
enable India to achieve its full potential are 
unlikely to made quickly. 
-175-
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CONCLUSION AND SUGGESTIONS 
CONCLUSION : 
The conduct, strategy and operation of fiscal 
policy to smoothen economic fluctuations and to 
promote economic growth have been subjects of intense 
debate ever since the Keynesian Revolution of 1936. 
Many developed countries adopted fiscal instruments 
for this purpose with a considerable measure of 
success. 
Thus, the importance of fiscal policy is 
evident from the fact that, the government of many 
developing countries is called upon to play an active 
and important role in the promotion of growth with 
stability. The smooth functioning of a fiscal system 
require the movement of fiscal instruments into right 
direction. 
The primary objective of the discussion on 
these instruments in the preceding chapters was to 
highlight the major fiscal changes in the Indian 
economy. We have made an attempt in the foregoing 
chapters to examine the fiscal changes in the Indian 
economy during 1985-86 to 1994-95, with historical 
background of pre- and post-independence period. The 
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analysis of the foregoing pages shows that the fiscal 
changes during the period of our study has been of two 
types. First, in 1985 major changes have been 
initiated in the fiscal system with the introduction 
of Long Term Fiscal Policy (LTFP). Second, in 1990-91, 
with the deepening of fiscal crisis the process of 
Fiscal Adjustment started in 1991-92. 
In India this has culminated in a unique fiscal 
change embodied in the Long Term Fiscal Policy (LTFP) 
announced towards the close of 1985, thus giving 
evidence of the government faith in the importance of 
fiscal policy to promote growth with stability. The 
LTFP has placed exclusive reliance not on fiscal 
policy with all its various segments, for it does not 
touch on expenditure policy and debt management, but 
on tax policy. 
The main objective of the fiscal policy in the 
context of situation before adoption of the LTFP was 
maximisation of additional resource mobilisation. 
Our analysis shows that, tax revenue 
performance during the period of 1985-1990 seems to be 
satisfactory in terms of aggregate figures. On 
considering disaggregated figures for direct and 
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indirect taxes have grownat a faster rate than that of 
direct taxes upto 1990-91. Also, the share of indirect 
taxes of the central government in the gross tax 
revenue has increased from 77.4% in 1980-81 to 80.63% 
in 1989-90. We find that the performance of direct 
taxes has been for behind the targets and its share in 
the gross tax revenue has declined from 22.56% in 
1980-81 to 19.37 in 1989-90. Since nearly 30% of 
indirect taxes fall on wage goods, there is direct 
impact on the living conditions of the low and middle 
income brackets. In India, during this period all the 
major taxes, except personal income tax and land 
revenue, have recorded bouyancy. However, it has to be 
admitted that there still remains some scope for 
raising additional tax revenue in the country. 
As far as non tax revenues are concerned, they 
have performed well exceeding the LTFP projections. 
The Public expenditure expansion process is not 
met by a similar tempo in the expansion of tax 
revenues. During this period non-plan expenditures 
exceeded the 7th Plan targets. The significant margins 
between target and actuals in their case occurred 
particularly due to interest payments, defence 
expenditures, and food and fertiliser subsidies 
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exceeding the targets. This factor contributed most to 
the fiscal crisis that developed on the eve. of this 
period. As a result balance from current revenue 
account consistently remained negative and as large as 
-2.6% of G.D.P. in 1989-90.It further rose to 3.3% of 
GDP in 1990-91. 
During this period the actual domestic 
borrowings were, however, far above the projected 
targets. This fiscal situation was alarming and need 
immediate change. 
The Indian macro-economic crisis was 
precipitated mainly by the growth of the public 
expenditure through the 1980's that increased budget 
deficit as proportion of GDP, although external shocks 
played a contributory role. In other words, during the 
eighties the government had to resort increasingly to 
borrowed funds to finance not only capital 
expenditures, which did not yield adequate returns, 
but also a growing component of current expenditure. 
The consequent build up of public debt and the 
interest burden of the debt, which is now the largest 
and fastest growing item of expenditure, further 
fueled the growth of revenue expenditure. This led to 
a vicious spiral of growing deficits, rising debt. 
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rising interest costs and further expansion of the 
deficits. By 1989-90, the combined fiscal deficit of 
centre and states had risen to around 10% of GDP. 
These facts suggest that the fiscal situation had been 
under mounting pressure through out the last one 
decade. In this period the gross fiscal deficit of the 
centre rose alarmingly from 4.1% of GDP in 1975-76 to 
8.3% in 1990-91. Similarly primary deficit was 2.5% of 
GDP in 1975-76 which rose to 4.3% of GDP in 1990-91. 
Such a fiscal situation being unsustainable required 
immediate corrective measures. Interest payments on 
accumulated debts constituted about 28% of the total 
revenue of the central government. In fact, in 1990-91 
interest payments had eaten up 36.0% of the total 
revenue receipts of the central government. 
This was the context in which the second phase 
of fiscal changes have been started. Fiscal Adjustment 
was begun in 1991 with a view to bringing about macro-
economic stabilisation. 
After analysing the post reform period we find 
that, the scenario on the expenditure front has 
deteriorated over the years. The trend growth rate of 
central government expenditure during 1985-86 to 
1990-91 for instance was 13.66% and from 1990-91 to 
1995-96 this has fallen only to 11.45%. Current 
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transfer payments averaged 30.11% of the total central 
government expenditures in the pre-reform period. In 
the reform period this component of expenditure has 
mushroomed with the figures being 35.88% in 1990-91 
and budgeted to rise to 40.55% in 1996-97. This 
increase in expenditure on interest payments and 
subsidies has been at the cost of capital expenditures 
which is the growth promoting component of government 
expenditure. 
On the revenue side, we find that, there have 
been wide ranging cuts in customs and excise in the 
spirit of the tax reforms. The share of direct taxes 
in the gross tax revenue of the central government has 
increased from 15.86% in 1990-91 to a budgeted figure 
of 26.19% in 1996-97. The corporation tax has shown 
buoyancy, being 12.4% of the centres net tax revenue 
in 1990-91 increased to 19.67% in 1996-97. The 
increased share of direct taxes however, not 
compensated for the fall in indirect tax revenues. 
Hence, the endeavour of the Tax Reforms Committee to 
enhance the income elasticity of the tax system has 
materialised as yet. The growing fiscal deficit should 
not, however, be taken to imply that the level of tax 
revenues is inadequate. The Tax/GDP ratio rose from 6% 
in 1950-51 to about 11% by 1970-71 and further to 
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about 17% in the 1980's. This seems quite high in 
comparison with other countries at similar levels of 
per capita income. This is not to suggest either that 
the existing composition of taxation is appropriate. 
However, the principal factor underlying the fiscal 
imbalance is the runaway growth of public expenditure. 
However, after successfully reducing the fiscal 
deficit from 8.4% of GDP in 1990-91 to 5.7% in 
1992-93, the central government could not prevent it 
from increasing to 7.7% in 1993-94, due partly to 
expenditure over-runs and partly to revenue short 
falls. In 1996-97 fiscal deficit declined to 5.0% of 
GDP and government aims to reduce it to under 4.0% of 
GDP in near future. 
SUGGESTIONS : 
A few important points may, however, be 
mentioned in the light of above conclusion so as to 
make fiscal policy viable and effective. 
(1) The first point to note in this respect is that, 
each and every items of expenditure should be 
subjected to the criterion of costs and 
benefits. 
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(2) There is scope for further cuts in non-develop-
mentl expenditure, specially in regard to the 
emoluments and size of the bureaucracy and 
subsidies to public sector enterprises and to 
agriculture. 
(3) Expenditure on education, health and similar 
government activities related directly to the 
well being of individual should be so framed as 
to benefit most the poorer members of the 
society. 
(4) Reduction of the interest burden through quick 
retirement of a part of the public debt. This 
could be financed by the proceeds from the sale 
of public sector equity, instead of using such 
proceeds to finance the current expenditure of 
government. 
(5) To cover the deficit in budget from year to 
year, taxation as an instrument of fiscal 
policy should invariably be considered to 
maximise revenue by expanding the tax base. For 
raising the tax revenue we need only to endorse 
the generally excellent set of proposals made 
by Chelliah Tax Reforms Committee. 
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(6) A sound management of monetary policy in the 
interest of financial stability requires that 
the financial sector reforms be implemented at 
greater speed. We should also stress here that 
nearly half of the gross fiscal deficit of the 
central government in 1990-91 was financed by 
banking system. This means that the reform of 
the financial sector including of the R.B.I., 
must be treated as an integral part of fiscal 
reforms. 
Needless to say that fiscal policy in India 
should be reoriented in the direction as suggested 
above for enhancing its effectiveness. 
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